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I .   INTRODUCTION 

Blue  Cross  and  Blue  Shield  of  Massachusetts,  Inc.  (BCBS) 
has  requested  that  the  Division  of  Insurance  approve  rate 
increases  and  certain  changes  in  benefit  design  for  various 
nongroup  products  to  be  effective  on  billing  dates  on  and  after 
September  1,  1991. 

BCBS'  rate  request  was  submitted  to  the  Division  of 
Insurance  on  April  1,  1991  for  review  and  approval  pursuant  to 
G.L.  c.  176A,  §§  6  and  10,  c.  176B,  §  4.   BCBS  requests 
approval  of  an  increase  of  32.8  percent  for  Managed  Major 
Medical  Health  Statement  rates;  43.5  percent  for  Managed  Major 
Medical  Group  Conversion  rates;  21.5  percent  for  Indemnity 
Health  Statement  rates;  31.2  percent  for  Indemnity  Group 
Conversion  rates;  and  81.5  percent  for  its  Preferred  Provider 
Arrangement  (PPA)  conversion  rates.   BCBS  also  seeks  approval 
of  a  new  rating  classification  and  special  class  group 
conversion  rate  representing  an  increase  of  158.5  percent  over 
the  Managed  Major  Medical  Health  Statement  rates  for  those 
subscribers . 

In  its  filing,  BCBS  also  proposed  a  change  in  the 
preadmission  requirements  and  coverage  for  inpatient  mental 
health  care  under  a  proposed  Behavioral  Health  Assistance 
Program  (BHAP) . 

As  more  fully  set  forth  herein,  the  indemnity  health 
statement  rates  are  approved  and  the  remaining  rates  are 
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disapproved.   BCBS '  proposed  methodology  for  phasing-out  the 
group  conversion  subsidy  is  disapproved.   BCBS  is  permitted  to 
file  a  revised  rate  filing  in  accordance  with  Section  V  of  this 
decision.   With  certain  specified  exceptions,  as  set  forth  in 
Section  IV  of  this  decision,  BCBS'  riders  are  approved.   I  find 
that  BCBS  has  met  its  obligations  under  Chapter  199  with 
respect  to  this  filing. 

Background  and  Procedural  History 

The  nongroup  insurance  policies  offered  by  BCBS  are 
available  to  all  residents  of  the  Commonwealth  who  are  not 
eligible  for  group  insurance  coverage  pursuant  to  G.L.  c.  176A 
and  c.  176B.   Pursuant  to  those  statutes,  nongroup  contracts 
and  rates  must  be  approved  by  the  Commissioner  of  Insurance. 
BCBS  submitted  amended  pages  to  its  original  filing  on 
April  11,  1991.   Prefiling  and  technical  conferences  were 
conducted  with  BCBS  and  the  two  Intervenors  before  the 
commencement  of  the  hearing.   On  April  30,  1991,  in  accordance 
with  G.L.  c.  176A,  §  6  and  G.L.  c.  176B,  §  4,  a  public  hearing 
was  convened  to  review  the  proposed  rates.   Four  witnesses 
appeared  and  made  unsworn  statements,  including  William  Van 
Faasen,  Executive  Vice  President  and  Chief  Operating  Officer  of 
BCBS,  who  testified  in  support  of  the  filing,  Joanne  Smith, 
Assistant  Attorney  General  and  Julie  Silas  of  Health  Care  for 
All  and  Disability/High  Risk  Task  Force  who  testified  in 
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opposition  of  the  proposed  rate  increase,  and  Shannon  Kelly 
Linde,  for  the  Massachusetts  Businessmen's  Association  of 
Braintree,  who  testified  in  support  of  the  proposed  elimination 
of  the  group  conversion  subsidy. 

Since  the  filing  date,  the  Division  has  also  received 
numerous  letters  and  telephone  calls  from  subscribers, 
legislators,  municipalities  and  others.   These  communications 
primarily  have  offered  opposition  to  the  proposed  rate  increase 
because  of  the  hardships  to  individuals  caused  by  the  current 
economic  situation  in  Massachusetts. 

The  Intervenors  at  the  hearing  were  the  State  Rating 
Bureau  (SRB)  and  the  Attorney  General  (AG) .   The  hearing  was 
conducted  pursuant  to  211  CMR  120.00,  as  recently  amended. 
Eleven  witnesses  testified  and  28  exhibits  were  introduced, 
during  the  course  of  eight  hearing  days  from  April  30  to  June 
26,  1991. 

,  On  June.  .2.6/  19  91,  the  SRB  and  BCBS  executed  a  stipulation 
concerning  certain  actuarial  issues.   The  stipulation  provided 
for  the  relative  cost  factors  applicable  to  the  four  product 
options  included,  in. the  filing.   The  AG  took  no  position  with 
respect  to  the  stipulated  issue.   Pursuant  to  the  stipulation, 
the  SRB  and  BCBS  agreed  to  the  resulting  factors  but  further 
agreed  that  the  methodolgy  utilized  would  have  no  precedential 
effect.   On  June  28,  1991,  I  approved  the  stipulation  and 
closed  the  record  in  this  proceeding.   All  parties  filed  briefs 
and  reply  briefs. 
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Description  of  the  Nonqroup  Coverages 

BCBS  currently  offers  an  insurance  product  called  Managed 
Major  Medical  (MMM)  insurance  to  its  health  statement  and  group 
conversion  subscribers.   Its  also  provides  indemnity  coverage 
to  a  small  number  of  nongroup  subscribers  and  offers  MMM  to 
members  who  convert  to  nongroup  from  BCBS'  group  Preferred 
Provider  Arrangements  (PPAs) . 

Standard  of  Review 

" The  standard  of  review  to'  be  applied  to  a  nongroup  rate 
request  is  governed  by  G.L.  c.  176A,  §§  6  and  10  and  c.  176B,  § 
4.   These  statutes  provide  that  no  proposed  rates  shall  be 
approved  if  the  benefits  provided  are  unreasonable  in  relation 
to  the  rates  charged  or  if  the  rates  charged  are  excessive, 
inadequate,  or  unfairly  discriminatory. 

The  Commissioner  does  not  set  nongroup  rates.   Rather,  the 
Commissioner's  function  is  to  review  proposed  rates  submitted 
by  BCBS  to  determine  whether  the  rates  fall  within  a  range  of 
reasonableness.   Proposed  rates  are  entitled  to  deference  so 
long  as  they  fall  within  a  range  of  reasonableness,  but  the 
burden  is  on  BCBS  to  furnish  evidence  enabling  the  Commissioner 
to  determine  that  range.   Blue  Cross  of  Massachusetts,  Inc.  v. 
Commissioner  of  Insurance.  397  Mass.  117,  119  (1986); 
Massachusetts  Association  of  Older  Americans.  Inc.  v. 
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Commissioner  of  Insurance,  393  Mass.  404,  407  (1984).   The 
Commissioner  is  not  required  to  approve  elements  of  the  filing 
which  would  lead  to  rates  falling  within  a  range  of  excess  or 
inadequacy,  no  matter  how  small.   A  proposal  within  the  range 
of  reasonableness  must  be  approved,  even  if  it  is  not  the  one 
that  the  Commissioner  would  choose.   Massachusetts  Association 
of  Older  Americans,  Inc.  v.  Commissioner  of  Insurance,  3  93 
Mass.  at  4  07;  Massachusetts  Medical  Service  v.  Commissioner  of 
Insurance,  344  Mass.  335,  339  (1962). 

Pursuant  to  Chapter  199  of  the  Acts  of  1984  (Chapter  199), 
which  amended  G.L.  c.  176A  and  c.  176B,  the  Commissioner  is 
required  to  determine  whether  BCBS  "employs  a  utilization 
review  program  and  other  techniques  acceptable  to  him  which 
have  had  or  are  expected  to  have  a  demonstrated  impact  on  the 
prevention  of  reimbursement  by  [BCBS]  for  services  which  are 
not  medically  necessary." 

Proposed  Benefit  Design  Changes  and  Rate  Request 

BCBS  has  submitted  proposed  rates  for  the  high  deductible 
MMM  product  options  that  were  approved  in  last  year's 
decision.   Decision  on  1990  Nongroup  Rates  at  57.   As  I  have 
approved  the  stipulation  between  the  SRB  and  BCBS  concerning 
the  factors  applicable  to  those  alternative  deductible  plans, 
the  approval  of  a  final  rate  for  those  plans  depends  solely 
upon  my  approval  of  a  Managed  Major  Medical  rate  based  upon 
BCBS'  revised  filing. 


-  6  -  • 
Hearing  Issues 

Insurance  ratemaking  involves  three  separate  component 
calculations.   Benefit  costs  for  the  rate  year  must  be 
projected.   An  allowance  for  administrative  expenses,  including 
a  reserve  contribution  rate,  must  be  made.   Subscribers  must 
receive  a  credit  for  investment  income  earned  by  the  insurer. 

BCBS  proposes  this  year  to  charge  MMM  and  indemnity  group 
conversion  subscribers  a  separate  higher  rate  based  solely  on 
their  experience.   Additionally/  it  proposes  to  charge 
individuals  who  have  been  ineligible  BCBS  group  members  and  who 
convert  to  riongroup  a  special  class  group  conversion  rate. 
Both  the  AG  and  the  SRB  dispute  the  reasonableness  of  the  new 
rating  classifications.   The  SRB  also  disputes  the  methodology 
employed  by  BCBS  in  calculating  the  proposed  rates. 

BCBS  also  proposes  this  year  to  increase  the  reserve 
contribution  .rate  for  nongroup  subscribers  from  the  5.5  percent 
approved  last  year  to  6.5  percent.   Both  the  AG  and  the  SRB 
contest  this  proposed  increase. 

The  AG  also  has  challenged  the  reasonableness  of  BCBS' 
projections  for  individual  and  family  outpatient  without 
independent  laboratory  pure  premium  trends  (Schedules  11  and 
12)  and  its  calculation  of  the  hospital  charge  increase 
(Schedule  45).   Additionally  the  AG  contests  the  adequacy  of 
BCBS'  cost  containment  filing,  and  its  calculation  of  the  pure 
premium  adjustment  for  the  impact  of  anticipated  program 
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savings  not  reflected  in  historical  data  for  Managed  Major 
Medical  Health  Statement  Contracts  (Schedule  49). 

The  SRB  challenges  BCBS '  methodology  in  allocating  the 
investment  income  credit  to  nongroup  subscribers.  He  also 
challenges  BCBS'  methodology  for  calculating  the  PPA  group 
conversion  rate. 

With  the  exception  of  the  above  matters/  the  filing  was  not 
contested.   Accordingly,  without  making  a  finding  as  to  the 
methodologies  employed,  in  view  of  the  Interveners'  acceptance 
of  the  results  derived,  I  find  on  this  record  that  the  rate 
results  obtained  by  the  undisputed  aspects  of  the  filing  are 
reasonable  and  in  compliance  with  G.L.  c.  176A  and  c.  176B  this 
year . 
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II .   CALCULATION  OF  RATES 

A.    Treatment  of  Two-Party  Members  in  Rate  Calculation 

In  its  filing,  BCBS  notes  that  it  combines  the  experience 
of  two  party  member  (TPM)  contract  holders  (two  individuals  in 
a  family)  with  that  of  family  subscribers.   BCBS  asserts  this 
year  that  emerging  claims  data  show  that  the  experience  of  TPM 
subscribers  is  poorer  than  that  of  family  subscribers,  because, 
it  claims,  such  subscribers  are  older  and  sicker  than  the 
family  subscribers. 

This  year,  BCBS  states  that  a  true  calculation  of  the  pure 
premium  based  on  the  separate  experience  of  these  subscribers 
would  result  in  the  anomoly  that  the  two  party  rate  of  twice 
the  individual  rate  would  exceed  the  family  rate  (for  three  or 
more  individuals  in  a  family) .   Consequently,  BCBS  made  a 
judgmental  adjustment  to  the  rates,  so  that  the  family  rate 
subsidizes  the  two-party  and  individual  rates.   Based  on  the 
record,  the  family  rate  under  this  apparent  subsidy  is  higher 
than  it  would  be  if  the. two-party  experience  were  excluded  from 
the  family  data  for  the  rate  calculation.   BCBS  states  that 
because  of  the  prohibition  against  age  rating  it  could  not 
segregate  this  group  completely,  and  therefore  chose  to 
increase  the  individual  rate  to  prevent  a  loss  of  premium 
revenue. 
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Neither  of  the  Intervenors  has  challenged  BCBS ' 
methodology  or  the  results  of  its  treatment  of  the  two  party- 
class.   Although  there  is  no  opposition  to  the  proposal,  I 
remain  concerned  that  BCBS  has  not  supported  its  treatment  on 
this  record.   It  has  not  supported  in  extensive  detail  its 
general  assertion  that  the  two  party  members  are  older  and 
sicker,  and  therefore  have  worse  experience.   Similarly,  it  has 
not  supported  its  judgment  that  these  persons  should  be 
included  with  individuals  rather  than  families,  or  explained 
why  all  adult  members  should  not  pay  the  same  rate. 

Finally  BCBS  has  not  sufficiently  explained  the  method  by 
which  it  calculated  the  experience  of  these  members  and  applied 
them  to  the  rates.   In  the  absence  of  objections  by  the 
Intervenors,  I  will  accept  the  resulting  rate  differential  for 
family  and  individual  categories  for  this  year.   My  approval  of 
the  rates  does  not,  however,  constitute  an  acceptance  of  the 
methodology  employed . by  BCBS .1  expect  that  in  future  rate 
filings  any  proposal  by  BCBS  to  separate  the  two  party 
experience  or  to  include  it  with  that  of  individuals,  will  be 
adequately  substantiated  by  data  and  experience. 
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i 


In  order  to  calculate  the  pure  premium  for  particular 
components  of  medical  costs,  the  parties  have  attempted  to 
forecast  the  rate  of  change  in  costs  for  the  rate  period, 
through  modeling  historical  data  and  comparing  the  projected 
trends  to  recent  historical  trends.   Using  regression  on  time 
series,  each  party  attempts  to  develop  a  statistical  "model" 
that  closely  fits  the  actual  historical  data,  to  assist  in 
predicting  expected  future  values.   It  may  be  important  to 
consider  the  existence  and  magnitude  of  known  changes  in 
benefits  and  other  circumstances  affecting  the  potential  future 
pure  premium  costs.   But  like  any  competent  use  of  the 
scientific  method,  a  model  represents  a  hypothesis  to  be  tested 
by  observation.   If  it  is  mechanically  extracted  from  a  single 
data  set  without  an  a  priori  justification  for  each  variable 
used,,  the  ad  hoc  formula  may  fit  the  data  well  but  cannot  be 
tested  for  reasonableness  or  bias  when  used  in  forecasting. 

BCBS  set  out  the  analyses  supporting  the  expected  monthly 
pure  premium  for  total  outpatient- charges  without  independent 
laboratory  services,  in  Schedules  11  for  individual  contracts 
and  in  Schedule  12  for  family  contracts.   The  AG  contends  that 
the  actuarial  projections  BCBS  selected  in  these 
schedules  are  excessive  and  should  be  rejected.   In  particular, 
he  disagrees  with  the  selection  of  an  exponential  or 
"logarithmic  (log)"  projection  form  for  each  of  these  schedules 
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and  the  resulting  projected  trends.   As  explained  below,  I 
disapprove  as  unreasonable  the  projections  made  by  BCBS  in 
Schedules  11  and  12.   The  'inconsistencies  in  the  modeling  BCBS 
prepared  in  the  filing,  as  well  as  the  inclusion  of  unexplained 
variables  leave  me  unable  to  find  its  projections  to  be 
reasonable . 

For  each  schedule,  the  AG's  witness,  Dr.  Oscar  Gonzalez, 
recommended  the  alternative  linear  equation  model  BCBS 
presented  in  the  filing,  arguing  that  it  would  produce  a  more 
accurate  projection.    For  both  Schedules  11  and  12,  BCBS 
selected  an  exponential  or  log  model  to  project  future  benefit 
costs,  because,  it  contends,  the  historical  pattern  of  the  data 
has  shown  a  substantial  upward  trend,  in  an  apparently 
nonlinear  pattern.   BCBS  argues  that  the  log  curve  better 
models  the  nonlinear  data  series.   It  claims  that  when  tested 


1  BCBS  argues  that  Dr.  Gonzalez,  an  economist  employed  by 
the  AG  with  training  in  economic  modeling  using  regression 
analyses,  lacks  the  expertise  to  discredit  the  testimony  of  its 
actuarial  witness,  Ms.  Alice  Rosenblatt,  the  Chief  Actuary  of 
BCBS,  concerning  the  reasonableness  of  its  projections  on  these 
schedules.   It  claims  that  he  has  no  training  in  principles  of 
insurance  or  health  economics,  his  training  and  experience  in 
actuarial  matters  are  limited  to  statistics,  econometrics,  and 
mathematics,  and  he  is  not  familiar  with  principles  of 
actuarial  science.   I  disagree  with  BCBS'  contention  that  Dr. 
Gonzalez  is  inadequately  qualified  to  testify  concerning  the 
statistical  schedules  presented  in  the  filing.   I  also  note 
that  BCBS  submitted  the  testimony  of  Dr.  Roy  Welsch,  a 
statistician,  to  explain  and  support  the  results  of  its 
statistical  modeling. 
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by  iraoitionai  statistical  measures,  each  log  curve  produced 
excellent  statistical  test  results,  projecting  an  annual  rate 
of  change  that  is  validated  in  comparison  with  the  most 
recently  observed  actual  trends,  for  individuals,  25.7  percent, 
compared  to  its  evidence  of  recently  observed  trends  of  23.6 
percent  to  26.8  percent;  and  for  families,  20.4  percent, 
compared  to  its  evidence  of  trends  of  20.2  percent  to  23.3 
percent  observed  before  the  third  quarter  1989,  which  BCBS 
contends  is  the  appropriate  period  to  use  for  purposes  of 

comparison.   Of  course  this  comparison  assumes  the  future  will 

2 
be  most  like  the  immediate  past,  which  remains  to  be  seen. 

The  AG  responds  that  whether  a  series  is  linear  or  nonlinear 

and  the  ability  of  a  model  to  identify  the  nonlinearity  of  the 

series  is  reflected  in  the  goodness  of  fit. 


2  BCBS  argues  inconsistently  that,  the  appropriate, 
comparison  on  the  family  schedule  is  to  the  earlier  rates  of 
change,  because  of  a  change  in  level  at  the  third  quarter  of 
1989,  which  it  contends  is  statistically  significant  and 
artificially  depressed  the  four  most  recent  trends.   It  claims 
that  both  the  log  curve  and  its  linear  curve  favored  by  the  AG 
recognized  this  change  point.   It  rejects  the  AG's  alternative, 
suggestion  that  long  trends  be  considered,  because,  it  claims, 
they  include  the  depression  in  the  trend  associated  with  the 
implementation  of  the  Managed  Major  Medical  (MMM)  program. 
Since  both  the  AG's  and  BCBS'  witnesses  agree  that  this 
dampening  effect  of  MMM  will  persist  into  the  future,  I  fail  to 
see  the  BCBS  objection  as  weighty. 
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Based  on  the  record  I  do  not  find  that  a  curve  with  some 
nonlinearity  is  unreasonable.   I  note  that  last  year 
projections  based  on  log-transformed  models  were  approved  for 
these  schedules.   This,  although  not  dispositive,  lends  some 
support  to  the  reasonableness  in  general  of  a  log  curve. 
However,  on  this  record,  I  do  not  find  that  a  linear  curve 
would  be  unreasonable.   As  the  witnesses  testified,  both  linear 
and  exponential  forms  demonstrate  excellent  statistical 

measures  of  fit.   Yet  the  resulting  trends  projecting  future 

3 
pure  premium  are  widely  disparate.    Therefore  an  analysis  of 

their  relative  ability  to  project  the  future  pure  premium  must 

include  other  considerations,  including  the  reflection  of 

relevant  historic  and  expected  real  world  events. 

Implementation  of  Managed  Major  Medical 

BCBS  points  out  that  a  critical  requirement  in  modeling 
historical  data  is  accounting  for  known  changes  in  the  series. 
It  states  that  for  the  outpatient  benefit  categories,  the 


3  I  note  that,  consistent  with  their  institutional 
preferences,  BCBS  and  the  AG  each  prefer  the  models  that 
reflect  the  higher  and  lower  trend/  respectively. 
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principal  known  change  is  the  implementation  of  the  Managed 
Major  Medical  (MMM)  program  in  late  1986,  and  says  that  both 
the  Schedule  11  and  12  log  models,  'a  3  well  as  the  linear  model 
on  Schedule  12,  expressly  took  that  change  into  account  in 
modeling  the  historical  data.   BCBS  states  that  the 
implementation  from  August  1986  to  January  1987  included  the 
introduction  of  a  20-percent  coinsurance,  the  elimination  of 
dental  benefits,  and  the  strengthening  of  utilization  review, 
and  asserts  that  these  changes  could  be  expected  to,  and  did, 
substantially  reduce  the  utilization  of  outpatient  services  at 
the  time  of  the  MMM  implementation.   I  agree  with  BCBS  and  the 
AG  that  this  is  a  proper  variable  to  include  in  the  model  if 
significant . 

BCBS  argues  that  because  regression  modeling  attempts  to 
develop  a  statistical  model  that  closely  fits  the  actual 
historical  data,  to  be  helpful  in  predicting  expected  future 
values  of  the  same  data  series,  a  model  should. accurately 
account  for  past  events.   It  cites  the  importance  of 
determining  whether  a  known  change  in  a  benefit  has  affected 
the  trend  of  the  historical  data  used.  in. the  regression 
modeling,  so  that  any  such  effect  can  be  accounted  for  in  the 
model . 

BCBS  has  taken  the  position  that  the  AG's  recommendation  of 
the  linear  model  on  Schedule  11,  is  fundamentally  flawed  in 
failing  to  recognize  the  impact  of  the  implementation  of  MMM. 
It  claims  that  the  fact  that  other  schedules,  reporting 
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experience  with  different  services,  do  not  reflect  an  MMM 
impact  does  not  disprove  the  validity  of  the  expected  impact  of 
MMM  reflected  on  Schedules  11  and  12. 

In  supporting  the  selection  of  the  log  models  on  both 
schedules,  BCBS  states  that  it  relied  upon  the  fact  that  the 
log  models  expressly  incorporated  the  change  in  the  level  of 
outpatient  service  utilization  resulting  from  the 
implementation  of  the  MMM  program  beginning  in  late  1986.   BCBS 
argues  that  the  AG  erred  in  fitting  a  model  that  treats  as  an 
ongoing  linear  trend  what  it  claims  was  a  change  in  the  data 
series  resulting  from  the  MMM  implementation,  by  not  accounting 
for  the  discontinuities  with  a  change  point  in  the  linear 
model.   This  claim,  however,  says  nothing  about  the  superiority 
of  the  log  over  the  linear  model.   It  only  describes  the 
differences  that  result  if  some  predictors  are  left  out  of  some 
models.   BCBS  prepared  this  model  and  made  the  selections  about 
which  it  criticizes  the  AG. 

BCBS  notes  that  the  linear  model  only  identifies  an 
unexplained  regression  change  in  the  second  quarter  of  1988,  as 
did  the  log  model.   It  claims  since  the  log  model  identifies 
both  the  1986  and  the  1988  changes,  it  is  preferable.   That 
logic  does  not  follow,  if  the  1988  changes  cannot  be  explained 
or  associated  with  real  world  events. 

BCBS'  argument  ignores  the  fact  that  changes  such  as  the 
implementation  of  MMM  could  have  been  incorporated  in  the  linear 
model  on  Schedule  11.   BCBS  prepared  the  linear  model  appearing 


-  16  - 

> 

on  Schedule  11  of  the  filing.   It  is  the  party  responsible  for 
the  omission  of  such  a  change  point.   I  am  concerned  that  BCBS 
excluded  the  change  from  this  model,  but  then  criticized  the  AG 
for  doing  so,  not  explaining  why  it  chose  to  exclude  it  on  the 
model  if  it  considers  the  change  to  be  significant.   I  note  that 
if  the  change  had  been  incorporated  in  the  linear  model,  the 
implementation  of  MMM  would  have  been  considered,  and  the  result 
of  that  inclusion  would  have  been  to  lower  the  projection  of  the 
linear  model  even  below  that  in  the  filing. 

BCBS  claims  that  Dr.  Gonzalez  agreed  that  both  the 
quarterly  claim  incidence  and  the  quarterly  pure  premium  data 
for  individual  outpatient  claims  reflect  the  impact  of 
implementing  MMM,  but  conceded  that  the  linear  model  on  Schedule 
11  found  the  change  not  to  be  significant.   Dr.  Gonzalez 
testified: 


Q:   [By  Mr.  Swope]   Notwithstanding  the  fact  of  that 
impact  [MMM]  is  shown  both  in  the  incidence  and 
pure  premium  series,  the  model  that  you  propose 
does  not  take  that  change  into  account  in 
modeling  the  data;  correct? 

A.   [By  Dr.  Gonzalez]   It  is  not  a  significant 

impact.   The  issue  here  is  hot  whether  you  have 
an  impact  or  not.   The  issue  is  whether  it's  a 
significant  impact  and  whether  you  should 
incorporate  it  in  your  model  and  whether  that 
should  be  the  basis  for  choosing  that  model  in 
order  to  make  a  projection.   Tr.  8:72. 

BCBS  points  out  that  Dr.  Gonzalez  had  no  information  to  explain 

why  the  changes  encompassed  in  the  implementation  of  MMM  would 

have  a  statistically  significant  effect  for  family  but  not 
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individual  subscribers,  although  he  cited  the  different  in  age 
and  sex  mix  of  the  two  populations. 

Dr.  Gonzalez  added  that  a  number  of  other  factors  could  « 
have  influenced  the  effect  of  the  MMM  implementation  on  the 
data.   He  argues  that  Ms.  Rosenblatt  agreed  that  at  the  time  of 
implementation  of  MMM  for  outpatient  services  and  thereafter, 
there  was  a  decline  in  hospital  inpatient  utilization,  and  that 
inpatient  hospital  reimbursement  changes  have  directed  services 
to  outpatient  facilities,  thus  increasing  outpatient  utilization 
at  the  same  time  that  the  implementation  of  MMM  had  a  depressing 
effect  on  outpatient  utilization. 

He  argues  that  the  MMM  inpatient  hospital  cost  containment 
provisions  shifted  inpatient  services  to  less  costly  settings 
including  outpatient  facilities/  and  that  changing  physician 
practice  patterns  have  directed  services  to  the  outpatient 
setting.   The  AG  argues  therefore,  with  the  number  of 
uncontrollable  offsetting  influences  affecting  the  data  even  if 
the  change  in  the  fourth  quarter  of  1986  reflects  the  effect  of 
implementation  of  MMM,  it  should  not  be  the  basis  for  choosing 
that  model  over  the  linear  model. 

BCBS  disputes  this  theory,  contending  that  there  is  no 
basis  to  believe  the  MMM  changes  would  take  so  long  to  be  seen 
in  the  data,  and  noting  that  the  log  model  reflects  both  the 
second  quarter  1988  change  and  the  fourth  quarter  1986  change 
that  coincided  with  the  introduction  of  the  MMM  program. 
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uCdS  contends  that  the  log  curves  for  both  the  individual 

and  family  outpatient  series  included  change  points  for  MMM. 

The  log  model  on  Schedule  11  accounted  for  that  change  in  the 

last  quarter  of  1986,  although  the  log  model  on  Schedule  12 

accounted  for  the  change  in  the  first  quarter  of  1987.   BCBS  has 

not  demonstrated  the  rationale  for  the  inconsistent  treatment 

for  the  two  models.   Ms.  Rosenblatt  stated: 

Unless  the  precise  point  of  the  impact  of  a 
change  is  known,  the  date  for  regression  changes 
is  determined  by  testing  each  possible  point  and 
selecting  the  model  which  produces  the  lowest 
mean  squared  error.   The  impact  of  MMM  did  not 
occur  suddenly  and  uniformly  and  can  sometimes  be 
affected  by  random  variations  in  the  data.   The 
regression  changes  representing  MMM 
implementation  are-  therefore  modelled  at 
different  dates  in  different  series. 

Exhibit  23,  Attorney  General  Information  Request  79.   This 

rationale  provides  no  real  information  explaining  why  the 

change,  based  on  an  external  event,  is  reflected  in  different 

quarters  on  the  individual  and  family  outpatient  schedules. 

BCBS  has  not  demonstrated  that  there  was  any  different  impact 

of  MMM  on  individuals  and  families.   In  fact,  it  criticized  Dr. 

Gonzalez  for  his  argument  that  the  populations  could  be 

distinguished  on  the  basis  of  their  age ' and  sex  mix.   I  cannot 

agree  with  BCBS  or  the  AG  that  this  is  a  reasonable  explanation 

for  assigning  a  regression  change  for  the  MMM  implementation 

differently  according  to  the  model  or  schedule.   BCBS'  failure 

to  demonstrate  why  it  used  two  different  quarters  to  model  the 

same  event,  the  implementation  of  MMM,  on  Schedules  11  and  12 

and  omitted  it  entirely  in  its  comparable  linear  specification 
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raises  questions  about  the  reasonableness  of  the  projections  of 

all  of  these  models. 

The  AG  argues  the  reflection  of  the  effect  of  the 

implementation  of  MMM  in  the  model  should  not  determine  the 

model  chosen,  noting  the  testimony  of  Dr.  Gonzalez  that  such  an 

effect  is  a  variable  to  be  tested  and  should  not  be  the  reason 

for  choosing  or  rejecting  a  model. 

Noting  that  Ms.  Rosenblatt  stated  she  would  not 

necessarily  reject  a  model  that  did  not  show  an  expected  MMM 
implementation  change,  the  AG  cites  her  testimony  that  the 
impact  of  MMM  did  not  occur  suddenly  and  uniformly  and  could  be 
affected  by  random  variations  in  the  data.   As  she  points  out, 
the  imprecision  in  the  data  can  mask  the  true  timing  of 
events.   I  note,  however  that  the  proper  approach  is  to  decide 
extrinsically  when  the  impact  of  an  event  takes  place.   Dr. 
Gonzalez  appears  to  agree  with  BCBS  that  the  regression  changes 
caused  by  the  MMM  implementation  may  appear  to  occur  at 
different  dates  in  different  series,  which  begs  the  question  of 
whether  the  event  is  MMM  implementation  or  something  else.   If 
the  dummy  variable  for  MMM  proves  insignificant  statistically, 
his  theory  supports  the  position  that  no  MMM  change  point  is 
necessarily  needed  on  either  schedule. 

I  also  note  that  for  Schedule  12  (the  family  benefit), 
BCBS  states  that  the  statistical  significance  of  the  MMM  change 
point  was  in  excess  of  99.9  percent   In  Schedule  11  (the 
individual  benefit),  however,  the  statistical 
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significance  was  94.2  percent,  not  quite  the  9b    percent  level 
(.05  level)  of  statistical  significance,  according  to  Dr. 
Welsch.   Citing  Dr.  Gonzalez'  testimony  that  the  fourth  quarter 
1986  regression  change  in  the  log  model  is  not  statistically 
significant  at  the  .05  level,  the  AG  claims  it  is  not  reliable, 
which  rather  overstates  the  case.   In  response,  BCBS  points  out 

that  the  the  actual  "statistical  value  is  very  close  to  .05" 

4 
and  should  be  considered  significant.    I  also  note  BCBS 

stated  that  the  1986  change  term  is  significant  at  the  .05 

level  when  it  is  the  only  regression  change  term  included  in 

the  linear  model. 

The  MMM  issue  demonstrates  .that  BCBS  presented  in  both 

Schedules  11  and  12  an  inferior  version  of  a  linear  model  to 

compare  to  the  log  model  it  prefers.   First,  in  Schedule  11, 

BCBS  excluded  a  change  point  in  the  last  quarter  of  1986  to 

account  for  the  MMM  implementation.   Yet  BCBS  continued  to 

attack  the  validity  of  the  linear  model  it  submitted  for  its 

failure  to  include  such  a  change  point.   I  am  concerned  that 

BCBS  neglected  to  demonstrate  why  it  was  unable  to  include  that 


4  Both  BCBS  and  the  AG  extensively  disputed  the  issue  of 
whether  a  statistical  value  other  than  .05  but  close  to  that 
figure  should  be  accepted  as  significant  last  year  too.   That 
issue  was  resolved,  however,  in  last  year's  decision  when  the 
Commissioner  rejected  BCBS*  argument  for  strictly  adhering  to 
an  .05  level.   Decision  on  1990  Nongroup  Rates  at  7-8. 
Regardless  of  the  parties'  positions  this  year,  last  year's 
precedent  applies  this  year. 
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change,  particularly  in  light  of  the  testimony  that  it  is  a 
variable  to  be  tested.   This  omission  raises  questions  about 
the  reasonableness  of  the  schedule. 

In  addition,  BCBS  assigned  a  change  point,  which  it  claims 
reflects  the  implementation  of  MMM,  to  a  different  quarter  in 
Schedule  12  than  that  used  for  Schedule  11,  without  explaining 
or  demonstrating  the  reasonableness  of  that  inconsistency. 
BCBS  has  criticized  the  AG  for  preferring  a  model  that  contains 
inconsistencies  between  the  family  and  individual  schedules  in 
including  MMM  for  one  and  not  the  other.   Here,  however,  its 
own  log  model  assigned  a  change  point  for  the  MMM 
implementation  at  the  fourth  quarter  1986  for  Schedule  11  and 
at  the  first  quarter  1987  for  Schedule  12.   Without  an 
explanation  of  this  different  treatment,  the  distinction  is  not 
reasonable.   Everything  else  held  constant  in  Schedule  12,  had 
BCBS  set  the  dummy  variable  for  the  implementation  of  MMM  at 
the  fourth  quarter  of  1986  as  it  did  in  Schedule  11,  rather 
than  first  quarter  of  1987,  it  would  have  derived  a  lower  cost 
estimate  for  the  rate  year  at  issue  here.   Although  the  trend 
effect  shows  the  direction  of  any  bias,  if  present,  it  does  not 
reveal  which  assumption  is  reasonable. 

Although  the  AG  cast  doubt  on  the  significance  of  a 
regression  change  in  the  last  quarter  of  1986  to  account  for 
the  MMM  implementation,  I  believe,  based  on  the  record,  that  a 
change  reflecting  the  MMM  implementation  should  be  included  in 
whatever  model  is  used  on  Schedule  11.   But,  on  this  record, 


-  22  - 

there  is  no  evidence  that  the  second  quarter  of  1988  change 
reflects  the  implementation  of  MMM  or  that  it  reflects  any- 
other  specific  effect.   The  only  information  in  the  record,  the 
speculation  of  the  AG's  witness,  is  not  probative.   BCBS  cannot 
have  it  both  ways,  choosing  one  change  point  on  Schedule  11  and 
another  on  Schedule  12,  where  it  has  not  shown  a  reasonable 
basis  for  its  inconsistency. 

Because  of  its  treatment  of  the  implementation  of  MMM,  I 
cannot  find  the  projections  advanced  by  BCBS  on  Schedules  11 
and  12  to  be  reasonable.   Without  a  demonstration  that  these 
distinctions  were  reasonable,  I  cannot  find  reasonable  BCBS' 
failure  to  include  a  change  point  in  the  linear  model  in 
Schedule  11  to  account  for  the  implementation  of  MMM,  and  its 
assignment  of  the  change  point  to  different  quarters  on  its  log 
model.   The  record  indicates  that  the  implementation  began  in 
late  1986  and  continued  to  the  beginning  of  1987.   Therefore, 
on  this  record,  the  period  that  would  be  reasonable  as  more 
closely  reflecting  the  end  of  the  implementation  period  would 
be  the  first  quarter  of  1987. 

Accordingly,  I  would  find  reasonable  a  change  point  in 
both  Schedule  11  and  12  reflecting  MMM  in  the  first  quarter  of 
1987.   I  note  that,  at  least  in  the  present  configuration  of 
the  log  model,  the  first  quarter  of  1987  shows  the  change  to 
have  a  higher  significance  level.   If  BCBS  submits  a  revised 
filing,  it  should  select  that  quarter  to  reflect  the  MMM 
implementation  for  both  Schedules  11  and  12,  and  should  also 


include  the  change  point  on  its  Schedule  11  linear  model  for 
comparison . 

Consistency  and  Seasonality 

BCBS  used  the  same  seasonal  variables  in  both  the  log  and 
the  linear  models  in  Schedule  12,  although  it  used  different 
seasonal  variables  in  the  log  and  linear  models  in  Schedule  11. 
When  asked'  about  the  inconsistent  treatment  on  Schedule  11 
between  the  log  and  linear  models,  Ms.  Rosenblatt  stated  that: 

.. .the  seasonal  dummy  variables  are  tested  for 
by  testing  all  possible  subsets  of  seasonal 
variables  with  each  model.   It  sometimes  occurs 
that  the  particular  seasonal  variables  with  the 
highest  explanatory  powers  for  one  model  are  not 
the  same  as  those  variables  with  the  highest 
explanatory  powers  for  another  model  on  the  same 
series.   In  this  case,  it  is  logical  that  one 
model  has  two  seasonal  variables  with  one  sign 
and  the  other  model  has  the  other  two  variables 
.with  the- opposite  sign. 

Exhibit  23,  Attorney  General  Record  Request  7.    For  the 

reasons  that  applied  to  the  omission  of  the  change  point  for 

the  MMM  implementation  on  the  linear  model  in  Schedule  11,  this 

explanation  is  inadequate.   If  seasonal  effects  exist,  which 

the  parties  do  not  dispute,  they  should  apply  to  all  of  the 

models  for  the  data  series. 


-  24  - 

Other  Variables 

CBS.  incorporates  several  other  dummy  variables  in  its  log 
and  linear  models,  for  which  it  had  no  explanation.   The 
projections  used  by  BCBS  assume  that  these  mysterious  changes 
are  permanent  and  persist  through  1992.   In  fact  there  is  no 
way  to  tell  whether  these  are  one-time  events  or  will  persist 
unless  they  can  be  associated  with  real  world  influences. 
Having  failed  to  identify  the  cause  of  these  changes,  or  to 
demonstrate  whether  they  are  transient  or  likely  to  continue, 
BCBS  is  unable  to  demonstrate  that  the  utilization  of  the 
variables  for  projections  from  the  model  is  reasonable.. 

In  both  schedules  there  is  an  unexplained  exponential 
regression  change  which  decreased  the  trend  in  the  third 
quarter  of  1989.   With  regard  to  that  downward  shift  in  the 
series,  BCBS  stated  it  had  not  identified  any  explanation  for 
the  shift,  that  it  had  examined  the  underlying  data  for  the 
possibility  of  any  error  and  identified  no  problem,  and  that 
its  outpatient  benefits  did  not  change  at  the  time  of  the 
shift.   Accordingly,  the  inclusion  of  that  variable  in  this 
model  renders  it  unreasonable. 

The  AG  agrees  with  BCBS  that  in  both  the  log  and  linear 
models  for  Schedule  11,  there  is  a  regression  change  in  the 
second  quarter  of  1988  that  is  unexplained,  although  there  is 
no  comparable  change  on  Schedule  12.   He  asserts  that  arguably, 
the  log  model  regression  change  in  the  fourth  quarter  of  1986 
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was  not  due  to  the  implementation  of  MMM  at  all,  and  the  effect 
could  have  occurred  in  the  second  quarter  of  1988,  as 
demonstrated  by  the  regression  changes  in  both  models.   This 
statement  reflects  guesswork  on  the  part  of  the  AG  and  confuses 
the  issue  of  why  there  should  be  a  change  in  1988  and  whether 
that  change  continues  through  1992.   Ms.  Rosenblatt  stated  that 
BCBS  has  not  identified  any  explanation  for  the  shift,  that  it 
had  examined  the  underlying  data  for  the  possibility  of  an 
error  and  identified  no  problem.   She  also  stated  that 
outpatient  benefits  did  not  change  at  the  time  of  the  apparent 
shift . 

With  regard  to  Schedule  12,   Dr.  Gonzalez  also  noted  the 
linear  model  showed  a  regression  change  in  the  second  quarter 
of  1987.   Again,  he  speculated  that  it  may  have  been  due  to  the 
implementation  of  MMM  and  benefit  changes  in  1987,  but  he  also 
claims  that  the  1987  change  points  do  not  definitively  indicate 
that  the  model  is  accurately  trending  the  data.   According  to 
the  AG,  this  is  why  the  effect  of  the  MMM  implementation  is  a 
proposition  to  be  tested  and  not  taken  for  granted  to  be 
significant.  .... 

These  problems  preclude  the  incorporation  of  the  change 
points  at  the  second  quarter  of  1988  and  the  second  quarter  of 
1987.   It  is  not  appropriate  to  assume  the  effect  of  these 
variables  will  not  continue,  since  that  assumption  could  also 
be  wrong.   Without  an  explanation,  the  proper  response  is  to 
leave  these  variables  out,  especially  as  their  exclusion  barely 
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affects  the  goodness  of  fit  to  the  historic  data.   Because  BCBS 
has  incorporated  these  variables,  without  justifying  their 
inclusion,  I  cannot  find  the  projections  or  the  methodology  to 
be  reasonable. 

Statistical  Measures  of  Fit 

Both  the  AG  and  BCBS  submitted  substantial  testimony 
concerning,  the  statistical  measures  of  fit  of  the  log  models 
and  the  linear  models  in  both  Schedules  11  and  12.   Based  on 
the  record,  for  both  Schedules  11  and  12,  there  is  not  a 
significant  difference  in  the  performance  of  the  models  under 
these  tests  that  would  lead  me  to  prefer  one  model  over  the 
other  for  either  Schedule  11  or  12. 

BCBS  agrees  that  the  log  model  does  not  perform  better  than 
the  linear  model  in  Schedule  11.   With  respect  to  Schedule  12, 
neither  party  has  demonstrated  that  its  model  performs 
significantly  better  than  the  other.   Because  the  two  models 
are  essentially  indistinguishable  in  their  performance,  but 

reach  such  different  trend  results,  goodness  of  fit  measures 

5 
are  not  dispositive.    The  inclusion  of  many  variables,  while 

tending  to  guarantee  good  statistical  measures  of  fit,  make  the 

models  unnecessarily  rigid  and  complex  and  defeat 


5  Additionally  since  I  am  not  finding  the  models 
reasonable,  in  any  revised  filing  BCBS  will  have  to  analyze  the 
statistical  measures  of  fit  for  the  revised  models  included  in 
such  a  filing. 
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various  statistical  measures  such  as  the  Durbin-Watson  test. 
The  choice  of  models  BCBS  presented  demonstrates  that 
evaluation  of  the  goodness  of  fit  cannot  resolve  the  dispute 
about  the  reasonableness  of  the  alternative  trends.   This  is 
especially  true  since  the  goal  is  to  project  into  the  future, 
not  just  to  mimic  the  historical  data. 

Dr.  Gonzalez  stated  that  his  recommendation  that  the  linear 
models  in  Schedules  11  and  12  are  preferable  to  the  log  models 
is  based  on  an  analysis  of  the  statistical  fit  of  the 
alternative  models  to  the  underlying  data  and  a  comparison  of 
the  models*  projections  with  recent  data.   Dr.  Gonzalez  also 
stated  that  the  projections  should  be  compared  also  with  the 
actual  values  in  the  future. 

BCBS  disagrees,  stating  that  both  the  log  and  the  linear 
models  produce  good  statistical  measures  of  fit.   BCBS  argues 
that  the  AG  agreed  with  the  protocols  BCBS  used  to  evaluate  the 
alternative  models,  but  claims  Dr.  Gonzalez  challenged  BCBS* 
projections  on  erroneous  statistical  grounds. 

The  AG  points  out  that  BCBS  admitted  that  the  linear  model 
in  Schedule  11  has  a  slight  advantage  in  terms  of  goodness  of 
fit  over  the  log  model,  and  argues  that  the  log  model  is 
statistically  inadequate  compared  to  the  linear  model.   Dr. 
Gonzalez  testified  that  with  the  exception  of  the  root  mean 
square  error  (RMSE) ,  all  the  measures  of  fit  for  the  linear 
model  are  better  than  the  log  model,  including  the  F  value, 
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adjusted  R-squared,  forecast  error  and  Chow  test.    According 
to  the  AG,  the  quality  of  the  fit  is  also  reflected  in  the  F 
value  and  the  Chow  test,  which  show  better  results  for  the 
linear  model  in  Schedule  11.   Dr.  Gonzalez  testified  that  the 
linear  model  has  a  higher  R  squared  and  a  lower  forecast  error, 
which  he  asserted  in  general  indicates  a  better  statistical  fit 

BCBS  argues  that  Dr.  Gonzalez  conceded  that  these 
statistical  measures  of  fit  do  not  really  favor  the  linear 
model  for  -Schedule  11,  since  the  differences  in  the  R-squared 
and  the  adjusted  R-squared  terms  for  the  log  and  linear  models 


6  The  RMSE  measures  the  standard  deviation  of  the  error 
term.   With  regard  to  both  Schedule  11  and  12,  BCBS  points  out 
that  Dr.  Gonzalez  conceded  the  RMSE  is  better  for  the  log  model 
than  for  the  linear  model.   I  note  that  BCBS  failed  to  present 
the  RMSE  for  the  two  models  using  the  same  scale;  as  a  result 
the  error  for  the  linear  model  appears  much  larger.   But  the 
apparently  smaller  RMSE  for  the  log  model  is  merely  a 
consequence  of  the  much  smaller  coefficients  in  the  log  form. 
When  the  two  are  put  on.  the  same  .scale,  the.  RMSE  difference  is. 
negligible.   Nevertheless,  BCBS  made  much  of  Dr.  Gonzalez' 
apparent  concession  that  the  log  model  performed  better  on  this 
test,  although  he  said  he  could  not  compare  the  statistics.   I 
am  concerned  that  BCBS  emphasized  this  point  and  perpetuated  a 
statistical  misunderstanding,  rather  than  bringing  Dr. 
Gonzalez'  error  to  my  attention.   I  can  give  no  weight  either 
to  Dr.  Gonzalez'  testimony  or  to  BCBS'  argument  on  this  issue. 
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are  not  significant,  and  Dr.  Gonzalez  admitted  they  were  not 
large  enough  to  make  any  difference  in  selecting  between  the 
two  models. 

BCBS  then  argues  inconsistently  that  comparable  close 
goodness  of  fit  measures  favor  its  choice  in  Schedule  12  when 
the  log  model  produced  slightly  better  measures  of  fit  than  the 
linear  model,  noting  that  Dr.  Gonzalez  agreed  that  both  the 
R-squared  and  the  adjusted  R-squared  statistics  were  better  for 
the  log  model,  indicating  that  it  fit  the  actual  data  better 
than  the  linear  model.   BCBS  again  cites  Dr.  Gonzalez' 
apparently  mistaken  testimony  that  the  RMSE  shows  a  better  fit 
for  the  log  than  the  linear  model'.   BCBS  states  that  both 
models  produced  an  acceptable  F-value,  which  measures  the 
extent  to  which  the  models  explain  observed  variation  in  the 
dependent  variable,  in  this  case,  pure  premium. 

The  AG  says  it  chose  the  linear  model  for  Schedule  12 
because,  among  other  things,  it  has  a  significantly  smaller 
forecast  error  than  the  log  model,  and  is  a  better  fit.   The  AG 
claims  that  Dr.  Gonzalez  would  not  agree  with  BCBS  that  the 
larger  forecast  error  for  the  log  model  was. merely  a  function 
of  the  higher  projection  of  the  log  model.   He  testified  that 
the  forecast  error  refers  to  the  variance  of  the  error  term  and 
there  may  be  circumstances  where  a  larger  value  is  projected 
with  a  smaller  variance  or  forecast  error. 

The  AG  also  argues  that  the  linear  model  in  Schedule  11  is 
free  of  certain  statistical  problems  besetting  the  log  model, 
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claiming  that  the  Durbin-Watson  statistic  produces  a  "Pass"  for 
the  linear  model  but  an  "Indeterminate"  for  the  log  model, 

potentially  because  of  autocorrelation  or  serial  correlation  in 

7 
the  log  model. 

BCBS  agrees  that  the  linear  model  on  Schedule  11  tested 

with  a  "Pass,"  while  the  log  model  received  an 

"Indeterminate."   It  argues,  however,  that  the  distinction  has 

no  statistical  significance/  because,  according  to  Dr.  Welsch, 

it  is  not  .mathematically  possible  for  the  Durbin-Watson 

statistic  to  produce  a  "Pass"  for  autocorrelation,  because  the 

model  has  six  independent  variables  and  a  limited  number  of 

observed  data  points.   It  cites  Dr.  Welsch' s  testimony  that  the 

fact  the  models  are  rated  "Indeterminate"  is  not  a  function  of 

their  susceptibility  to  autocorrelation,  but  rather  a 

consequence  of  the  limited  number  of  observations  available. 

This  is  not  a  matter  of  no  significance.   It  shows  that  by 

choosing  a  highly  complicated  model,  on  relatively  little  data, 

certain  tests  cannot  be  used  without  increasing  the  risk  of  an 


7  Dr.  Gonzalez  stated  that  the  P-value  in  Autoreg  P4  of 
the  log  model  is  less  than  .05  indicating  that  there  is  a 
relationship  between  Quarter  at  t=l  and  Quarter  at  t=4 .   BCBS 
argues  that  the  Autoreg  P4  statistic  addresses  the  specific 
issue  of  seasonal  autocorrelation,  not  of  the  overall  aptness 
of  the  model  in  general  (which  the  PI  statistic  measures) .  and 
that  the  most  that  a  significant  Autoreg  P4  statistic  shows  is 
the  possibility  of  a  seasonal  term,  but  it  examined  the  data  in 
order  to  determine  that  none  was  needed. 
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undiscovered  bias. 

BCBS  also  took  the  position  the  word  'Indeterminate'  does 
not  constitute  a  'Fail'  rating;  therefore  no  autocorrelation 
was  affirmatively  found."   However,  I  disagree,  because  the 
inability  to  test  autocorrelation  does  not  prove  that  the 
problem  is  absent.   Rather,  that  inability,  as  a  consequence  of 
the  inclusion  of  so  many  variables,  is  indicative  of 
over-parameterization  in  the  model  selected  by  BCBS. 

Arguing  that  Dr.  Gonzalez  agreed  that  when  the 
autocorrelation  test  is  "Indeterminate"  for  a  particular  model, 
it  is  proper  to  look  at  the  actual  plot  of  the  error  terms  to 
see  whether  there  is  any  pattern  to  those  residuals,  the  AG 
states  that  Dr.  Welsch  conducted  a  visual  determination  and  did 
not  find  any  pattern  to  the  residuals  on  Schedule  11  indicating 
a  problem  of  autocorrelation.   Dr.  Gonzalez  neither  agreed  nor 
disagreed  with  Dr.  Welsch* s  conclusion.   The  AG  argues  that  Dr. 
Welsch' s  testimony  does  not  alter  the  conclusion  that  the 
linear  model  presents  a  better  statistical  fit  for  the  data 
series . 

BCBS  agrees  Dr.  Welsch  acknowledged  that  the  presence  of 
such  correlation  may  indicate  that  some  factor  is  missing  from 
the  assumed  model,  but  asserts  that  Dr.  Gonzalez'  argument  on 
this  point  also  failed  under  scrutiny,  because  even  after  Dr. 
Gonzalez  learned  Ms.  Rosenblatt  had  testified  that  both  the  log 
and  linear  models  in  Schedule  12  produced  Durbin-Watson 
statistics  that  tested  "Indeterminate"  for 
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autocorrelation/  he  continued  to  dispute  BCBS,  claiming  that 
the  linear  model  did  not  test  "Indeterminate"  but  "Pass."   BCBS 
notes  that  Dr.  Welsch  stated  proper  application  of  the 
statistical  autocorrelation  tests  showed  the  linear  model 
tested  "Indeterminate"  with  respect  to  negative  autocorrelation. 

BCBS  contends  that  because  the  linear  and  the  log  models 
on  Schedule  12  both  tested  "Indeterminate"  for  autocorrelation, 
the  principal  basis  upon  which  Dr.  Gonzalez  relied  in  favoring 
the  linear. model  disappeared.   It  claims  that  there  is  no 
statistical  basis  relating  to  autocorrelation  justifying 
favoring  the  linear  models  over  the  log  models  on  Schedules  11 
and  12,-  because  the  other  statistical  measures  either  favor  the 
log  models  used  by  BCBS  or  cannot  distinguish  between  them  and 
the  linear  models.   Accordingly,  it  argues,  since  the  AG  has 
not  demonstrated  that  the  linear  models  are  better  than  the  log 
models,  his  testimony  offers  no  basis  on  that  schedule  for 
doubting  the  reasonableness  of  the  BCBS  projection. 

Based  on  the  foregoing,  for  both  Schedules  11  and  12,  the 
difference  in  the  performance  of  the  models  under  these  tests 
is  not  significant  enough  to  lead  me  to  prefer  one  model  over 
the  other  for  either  Schedule  11  or  12.   Although  the  fact  that 
the  two  models  are  essentially  indistinguishable  in  their 
performance  could  lead  me  to  approve  the  BCBS  model  as 
reasonable,  because  of  the  serious  deficiencies  in  the 


8  During  the  hearing,  BCBS  corrected  its  error  on 
Schedule  12  to  show  that  the  linear  model  tested 
"Indeterminate. " 
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presentation  of  the  model  and  the  selection  of  the  variables 
for  the  models  in  both  schedules,  I  cannot  find  the  log  models 
reasonable  as  presented. 

Recent  Data  Trends 

Both  BCBS  and  the  AG  submitted  testimony  aimed  at 
validating  their  choice  by  comparing  the  projections  of  their 
models  to  .the  historical  data.   I  note  that  such  a  comparison 
merely  determined  whether  the  models,  which  were  designed  from 
that  data,  actually  fit  the  data.   This  comparison  in  no  way 
.predicts  -  future  trends,  unless  it  has  been  otherwise ' 
demonstrated  that  the  historical  trend  likely  will  continue  in 
the  future.   The  parties'  dispute  centered  on  which  data  points 
constitute  the  recently  observed  trends,  which,  they  contend, 
is  the  trend  that  should  apply  in  the  future.   They  claim  that 
the  model  which  more  closely  follows  that  trend  is  more 
accurate  for  calculating  the  pure  premium  rate  on  Schedules  11 
and  12. 

Dr.  Gonzalez  defined  recent  data  to  mean  a  period  similar, 
to  the  projection  period,  which  for  purposes  of  this  filing  is 
a  period  of  two  and  a  quarter  years. 

BCBS  disputes  the  selection  of  this  time  period  for  both 
Schedules  11  and  12.   It  contends  that  Dr.  Gonzalez'  definition 
of  recently  observed  trends,  is  extremely  narrow  compared  to 
that  of  a  qualified  actuary  practicing  in  the  health  insurance 
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field.   Ms.  Rosenblatt  testified  that  the  trends  projected  by 
BCBS'  model  were  consistent  with  her  expectations,  based  upon 
her  attendance  at  professional  meetings,  readings  in 
professional  literature,  and  the  experience  of  other 
companies.   BCBS  contends  that  Ms.  Rosenblatt's  resulting 
familiarity  with  trends  is  superior  to  that  of  Dr.  Gonzalez, 
who  stated  he  had  not  considered  trends  reported  for  health 
care  costs  in  professional  journals,  or  the  expectations  that 

other  insurance  companies  had  for  trends  in  health  care  costs 

9 
and  did  not  consider  data  from  other  sources. 


9  Although  the  record  indicates  that  Ms.  Rosenblatt  was 
in  a  position  to  obtain  more  information  concerning  data  trends 
than  Dr.  Gonzalez,  I  am  troubled  by  her  superficial  testimony 
on  this  subject.   Conclusory  statements  that  attendance  of 
meetings  and  reading  professional  literature  led  her  to  believe 
that  the  recent  data  trends  were  expected  can  be  accorded  no 
weight  without  specifics.   Such  statements  are  no  substitute 
for  the  actual  figures,  accompanied  by  the  sources  of  the 
information,  and  any  calculations.   During  this  hearing  BCBS 
has  asserted  that  the  actuarial  judgment  of  its  witness  should 
be  accepted  on  the  basis  of  her  many  years'  experience. 
However,  even  an  expert  opinion  must  be  substantiated  so  that 
the  finder  of  fact  can  decide  whether  to  accept  it.   Thus,  that 
expert's  opinion  must  include  an  articulation  of  the  reasons 
for  an  opinion  or  at  least  the  process  whereby  a  certain 
recommendation  is  derived.   I  also  note  that  an  employee  of 
BCBS,  the  party  seeking  the  rate  increase,  has  more  of  an 
interest  in  the  outcome  of  this  proceeding  and  her  judgment 
cannot  be  accorded  the  same  deference  granted  to  that  of  an 
objective  third  party  expert,  who  still  must  also  demonstrate 
why  his  or  her  expertise  should  be  accepted. 


-  35  - 


Consistent  with  his  view  that  the  recent  data  period 
should  be  the  same  as  the  trend  projection  period  for  both 
schedules,  Dr.  Gonzalez  used  the  period  year  ending  March  31, 
1988  through  year  ending  June  30,  1990.   For  Schedule  11,  he 
determined  that  the  rate  of  growth  averaged  19.1  percent,  an 
increase  closer  to  the  linear  model  projection  of  18  percent 
than  to  the  log  model  projection  of  25.7  percent. 

In  validating  the  log  model,  which  is  established  with  22 
data  points,  and  a  large  complicated  array  of  variables,  Ms. 
Rosenblatt  chose  to  use  only  the  last  6  data  points.   If  she 
had  used  the  entire  22  data  point  array  the  trend  would  have 
been  about  12  percent  rather  than  the  25.7  percent  she  has 
projected. 

BCBS  claims  Dr.  Gonzalez  used  too  long  a  period  to 
calculate  the  trend,  and  argues  that  the  inclusion  of  data 
before  the  second  quarter  of  1988  includes,  a  statistically  ... 
significant  discontinuity  at  which  both  the  level  of  the 
benefit  and  the  rate  of  change  increased.   BCBS  argues  that  the 
discontinuity  was  expressly  recognized  by  the  linear  model  on 
Schedule  11,  because  it  includes  a  statistically  significant 
change  both  in  level  and  in  slope  at  the  second  quarter  of 
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1988.   BCBS  claims  Dr.  Gonzalez  agreed  that  such 
discontinuities  should  be  considered  in  calculating  trends. 
However,  Dr.  Gonzalez  stated  that,  looking  at  year  ending  data,  • 
he  didn't  believe  it  was  a  substantial  difference. 

BCBS  claims  that  unless  a  similar  discontinuity  is 
expected  in  the  future,  there  is  no  basis  to  use  comparisons 
from  the  past  which  contain  the  effects  of  the  discontinuity, 
to  test  the  reasonableness  of  projections.   It  argues  that  Dr. 
Gonzalez  agreed  that  he  had  no  basis  to  assume  that  a  similar 
discontinuity  would  recur  between  the  last  observed  data  point 
and  the  rate  period. 

BCBS- claims  that  Dr.  Gonzalez  admitted  that  the  correct 
way  to  make  the  comparison  from  data  reflecting  only  experience 
after  the  discontinuity  was  to  use  the  starting  point 
observation  of  the  year-ending  first  quarter  1989  data  point, 
and  that  he  suggested  a  reasonable  comparison  would  be  to  start 
the  period  for  the  calculation  with  the  year-ending  second 
quarter  1988  data  point.   BCBS  argues  that  this  suggestion  has 
the  same  flaw  as  Dr.  Gonzalez'  original  comparison,  since  it 
incorporates  data  from  before  the  discontinuity.   It  also  notes 
that  the  trend  from  that  point  was  25  percent,  close  to  its  log 
projection  of  Schedule  11  projection  of  a  25.7  percent  annual 
trend.   BCBS  notes  Dr.  Gonzalez'  testimony  that  he  would  have 
to  rethink  his  choice  of  the  linear  model  if  the  correct  recent 
rate  of  change  were  in  the  mid-twenties. 
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The  AG  responds  that  Dr.  Gonzalez  did  not  alter  his 
opinion  that  recent  data  for  a  period  similar  to  the  projection 
period  should  be  used  to  test  the  accuracy  of  the  projection. 
He  disputes  that  Dr.  Gonzalez  conceded  the  correct  way  to 
compare  the  projection  to  recent  data  is  to  use  only  data  after 
the  regression  change  point,  because  he  testified  that  the 
period  beginning  with  the  first  quarter  of  1989  to  the  second 
quarter  of  1990  would  not  be  sufficient  to  compare  to  the 
model's  projection.   He  asserts  also  that  Dr.  Gonzalez  was 
consistent  in  his  analysis  by  choosing  the  same  period  of 
recent  trend  data  to  compare  to  his  projection  to  test  its 
accuracy.  •  ' 

Additionally,  the  AG  notes  that,  on  this  record,  the 
change  period  in  the  second  quarter  of  1988  is 
unexplained.     Applying  BCBS '  logic,  the  AG  argues  that  if 
there  was  an  unexplained  change  point  in  the  next  to  last 
quarter  of  observed  data,  then  only  one  quarter  of  recent  trend 
data  would  be  relevant  for  comparison  to  the  projections,  and 
the  recent  trend  period  proposed  by  BCBS  to  test  the  accuracy 
of  the  projection  is  inadequate. 

As  I  noted  earlier,  without  identifying  the  mysterious 
recent  event  that  caused  the  effect,  BCBS  has  not  demonstrated 


10  In  its  criticism  of  the  AG's  position  that  the  linear 
model  need  not  reflect  the  implementation  of  MMM,  and  even  may 
have  done  so  as  late  as  the  second  quarter  of  1988,  BCBS 
asserted  that  there  was  no  evidence  to  support  the  theory. 
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whether  the  event  will  continue,  and  should  be  included  in  the 
trend,  or  has  ended  and  should  be  excluded.   BCBS  has  not 
demonstrated  that  its  methodology  is  reasonable.   Therefore,  on 
the  record  there  is  no  support  for  excluding  the  prior  period 
of  time. 

For  Schedule  12,  BCBS  suggested,  inconsistently  with  its 
approach  in  Schedule  11,  that  only  a  comparison  of  data  prior 
to  the  third  quarter  of  1989  should  be  used.   Dr.  Gonzalez 
testified  using  his  trend  period,  the  rate  of  growth  is  17.1 
percent,  an  increase  closer  to  the  linear  model  projection  of 
15.8  percent  per  year  than  the  log  model  projection  of  20.4 
percent. 

BCBS  asserts  that  Dr.  Gonzalez  conceded  that  the  same  flaw 
it  pointed  out  with  regard  to  Schedule  11  existed  in  his 
calculation  of  recent  trends  on  Schedule  12,  where  he  again 
drew  his  comparison  trend  from  before  and  after  a  discontinuity 
in  the  data  which  existed  on  the  linear  model. 

However,  the  AG  points  out  that  BCBS  has  selected  different 
historical  periods  for  comparing  the  models  used  in  Schedules 
11  and  12,  because  they  produce,  an  annualized  trend  closer  to 
the  log  model  projection  chosen  by  BCBS.   He  claims  that  BCBS 
wants  to  have  it  both  ways  to  justify  its  projections  rather 
than  find  a  method  of  estimating  the  accuracy  of  its 
projection.   He  notes  that  if  only  data  after  the  third  quarter 
of  1989  is  used  for  Schedule  12,  as  BCBS  proposed  for  Schedule 
11,  the  result  is  a  mere  10  percent  annualized  trend,  as 
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opposed  to  the  BCBS  projection  of  20  percent  for  Schedule  12. 

I  agree  with  the  AG  that  BCBS  has  inconsistently 
determined  the  validation  period.   BCBS'  reliance  on  the  third 
quarter  of  1989  change  as  a  basis  to  set  the  trend  period  lacks 
the  same  support  in  the  record  as  the  second  quarter  1988 
change  on  Schedule  11.   The  selection  of  the  trend  periods  for 
both  models  is  based  on  the  same  flaws  that  make  the  projection 
models  unreasonable,  the  reliance  on  unexplained  change 
points.   I. further  agree  that  for  Schedule  11  the  period 
selected  by  BCBS  is  too  short.   Accordingly,  I  disagree  with 
BCBS  that  the  period  of  time  selected  for  the  trend  period  is 
reasonable.   I  would  approve  as  reasonable  a  longer  trend 
period,  like  the  one  selected  by  the  AG.   A  comparison  of  those 
trends  to  the  models  would  be  more  appropriate. 

Based  on  the  foregoing,  I  disapprove  as  unreasonable  the 
projections  made  by  BCBS  in  Schedules  11  and  12.   The 
inconsistencies  in  the  modeling  BCBS  prepared  in  the  filing 
leave  me  unable  to  find  its  projections  to  be  reasonable. 
Despite  certain  other  errors,  it  appears  that  if  BCBS  were  to 
recalculate  the  trend,  eliminating  the  second  quarter  1987, 
second  quarter  1988  and  third  quarter  1989  change  points, 
setting  the  change  points  to  reflect  the  MMM  implementation  at 
the  first  quarter  of  1987  for  both  schedules,  the  result 
achieved  would  be  acceptable.   For  future  years,  however,  I 
expect  that  BCBS  would  be  more  forthcoming  in  its  presentation 
of  the  variables  input  into  its  models,  and  the  reasons  for 
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selecting  those  models.   Additionally,  1  expect  that  BCBS  will 
include  more  specific  evidence  to  substantiate  the  recent  data 
trend  calculations  made  in  the  filing.   For  the  purposes  of  a 
revised  filing  this  year,  however,  I  would  find  reasonable  the 
selection  of  the  log  model  presented  in  this  filing  with  the 
adjustments  specified  above. 
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C .   Schedule  45  -  Calculation  of  Hospital  Charge  Increase 

BCBS  presented  its  expected  hospital  charge  increases  in 
Schedule  45  based  upon  a  two  part  analysis.   First  it 
calculated  the  expected  trend  in  the  statewide  basis  of 
payment,  the  statutory  allowance  for  increases  in  aggregate 
hospital  charges.   Second,  it  estimated  additional  increases 
anticipated  from  special  relief  measures,  compliance  to  recover 
for  undercharging,  the  effect  of  declining  days  on  per  diem 
charge  calculations,  and  the  differences  in  intensity  of 
services  provided  to  BCBS  patients.   BCBS  then  adjusted  the 
basis  of  payment  trend  for  the  anticipated  impacts  of  these 
effects.   It  then  applied  the  charge  trend  factor  to  estimated 
payments  in  the  rate  year  for  inpatient  room  and  board  payments 
(Schedule  41)  and  estimated  ancillary  payments  (Schedule  42) . 
These  schedules  are  reflected  in  the  pure  premium  calculated 
for  inpatient  hospital  services  for  individual  and  family 
contracts . 

BCBS  estimated  that  the  increase  in  the  basis  of  payment 
for  acute  hospitals  from  FY  1990  to  1991  will  be  11.3  percent 
and  the  increase  from  FY  1991  to  i992  will  be  10.6  percent.   It 
estimated  further  adjustments  to  the  basis  of  payment  for 
special  relief  measures,  compliance  and  other  effects  in  the 
amount  of  9.9  percent  in  1991  and  4.8  percent  in  1992.   Thus 
the  total  annual  increase  in  hospital  charges  projected  by  BCBS 
is  21.2  percent  in  1991  and  15.4  percent  in  1992. 
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The  AG  disputes  BCBS '  calculation  of  the  hospital  charge 
increase  in  Schedule  45.   He  argues  that  because  the  basis  of 
payment  calculation  presented  by  his  witness  is  based  on  Rate 
Setting  Commission  (RSC)  data  of  actual  hospital  charge 
increases,  it  is  more  creditable  than  the  BCBS  estimate.   He 
disputes  the  adjustment  of  the  basis  of  payment  trend  by 
certain  of  the  special  effects  BCBS  has  included.   He  also 
argues  that  his  estimate  of  the  total  increase  in  hospital 
charges  of  8  to  15  percent  is  more  consistent  with  past  actual 
hospital  charge  increases  and  should  be  given  more  weight  than 
that  projected  by  BCBS. 

Basis  of  Payment 

BCBS'  witness,  Mr.  Steven  Tringale,  testified  that  the 
estimated  increase  in  the  basis  of  payment  for  FY  1990  to  1991 
is  based  on  Maximum  Allowable  Cost  (MAC)  reports  submitted  to 
the  RSC  by  Massachusetts  acute  hospitals  for  1990  and  trended 
forward.   BCBS  states  that  FY  1990  is  the  last  year  for  which 
actual  costs  are  available.   BCBS  stated  it  derived  the 
components  of  the  projected  basis  of  payment  from  forecast 
models  accounting  for  the  various  contractual  and  statutory 
provisions  of  Chapter  23  and  Hospital  Agreement  HA-31  and  the 
current  payor  mix. 

The  AG's  witness,  Mr.  Getachew  Habteh-Yimer ,  Manager  of 
the  Program  Development  Unit  at  the  RSC,  estimated  that  the 
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basis  of  payment  will  increase  by  9.5  percent  between  FY  1990 
and  1991  and  by  9 . 0  percent  between  FY  1991  and  1992,  based  on 
FY  1991  initial  and  interim  MAC  reports  and  year  end  MAC 
reports  for  FY  1990. 

BCBS  argues  that  Mr.  Habteh-Yimer ' s  testimony,  including 
the  RSC  data  he  supplied,  actually  support  its  estimates  of 
expected  charge  trends.   It  notes  Mr.  Habteh-Yimer ' s  testimony 
that  the  interim  FY  1991  MAC  reports  carry  forward  certain 
information  from  the  FY  1990  final  reports.   According  to  the 
record,  by  regulation,  the  data  for  volume  related  costs, 
capital  costs  and  malpractice  costs  are  the  same  as  the  amounts 
in  the  final  reports  from  the  year  before.   For  these  three 
components,  the  FY  1991  interim  reports  offer  no  estimates  of 
increases  in  cost  over  the  FY  1990  final  reports.   As  a  result, 
BCBS  argues,  the  overall  increases  reflected  in  the  interim 
reports  are  inaccurately  biased  downward.   Therefore,  it  claims 
the  AG's  aggregate  estimate  based  on  the  interim  reports  is 
less  reliable  than  the  detailed  analysis  it  performed. 

The  AG  asserts  that  the  hospitals*  expected  MAC  in  the 
1991  interim  reports  is  not  underestimated  or  less  reliable 
than  that  of  BCBS  because  the  1991  interim  MAC  reports  include 
additions  for  the  above  cost  categories  that  have  not  been 
carried  forward  and  costs  that  the  RSC  may  not  approve.   He 
argues  that  Mr.  Habteh-Yimer ' s  estimates  are  conservative, 
because  hospitals  request  in  initial  and  interim  reports  more 
than  they  will  be  allowed  ultimately  by  the  RSC.   His 
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calculations  assume  that  all  exceptions  hospitals  have 
requested  to  increase  their  charges  will  be  allowed/  when,  in 
fact,  that  does  not  occur.   Therefore,  the  AG  argues,  if  final 
reports  were  available,  Mr.  Habteh-  Yimer's  estimated  basis  of 
payment  increase  would  be  lower.   As  a  result,  he  claims,  the 
estimate  presented  here  is  not  biased  downward  as  BCBS  suggests. 

The  AG  challenges  the  validity  of  the  BCBS  estimate 
because  it  uses  no  data  from  the  current  fiscal  year,  whereas 
Mr.  Habteh-Yimer ' s  estimate  uses  three  months  of  1991  data  for 
most  of  the  costs  reported  by  hospitals.   He  notes  Mr. 
Habteh-Yimer ' s  testimony  that  the  1991  interim  MAC  filings  are 
the  most  current  cost  information  available  from  hospitals. 

BCBS  argues  that  the  reliability  of  the  interim  reports 
for  other  components  should  be  questioned  because  the  interim 
MAC  reports  include  such  limited  data  from  the  current  fiscal 
year  according  to  Mr.  Habteh-Yimer.   It  also  questions  the 
accuracy  of  the  interim  reports  in  predicting  the  information 
later  filed  in  final  MAC  reports,  noting  that  Mr.  Habteh-Yimer 
stated  he  has  not  recently  compared  interim  MAC  reports  to 
final  MAC  filings. 

Although  the  AG  raised  legitimate  concerns  about  BCBS' 
methodology,  and  has  presented  an  alternative  methodology,  I  am 
satisfied  that  the  method  presented  by  BCBS  this  year  is 
sufficiently  comparable  to  that  of  the  AG  to  be  within  the 
range  of  reasonableness.   I  agree  that  there  likely  is  some 
overestimate  in  the  hospitals'  initial  and  interim  MAC  reports 
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for  the  reason  that  hospitals  expect  to  receive  less  than  they 
project.   However  I  also  believe  that  the  the  exclusion  of  any 
change  in  the  data  for  the  volume  related  costs,  capital  costs 
and  malpractice  costs,  as  explained  by  BCBS,  offers  a 
counterbalancing  of  that  overestimate.   Accordingly,  I  will  not 
find  BCBS'  11.3  percent  trend  to  be  outside  the  range  of 
reasonableness . 

With  respect  to  the  1992  basis  of  payment  trend,  BCBS 
asserts  th^t  Mr.  Habteh-Yimer  agreed  with  all  of  the  components 
it  used  to  derive  the  estimate,  except  for  inflation  and 
volume.   To  calculate  the  increase  between  1991  and  1992,  he 
used  the  Data  Resources,  Inc.  (DRI)  inflation  index  of  4.6 
percent  in  FY  1992,  and  did  not  include  the  DRI  add-on  of  1 
percent  that  BCBS  included  in  the  filing  for  nonmanagement  wage 
expenses . 

BCBS  points  out  that  Mr.  Habteh-Yimer ' s  estimate  of  the 
allowed  inflation  factor  for  FY  1992  is  approximately  1  percent 
less  than  that  estimated  by  BCBS,  because  of  the  exclusion  of 
the  addition  for  nonmanagement  wage  costs  permitted  under  St. 
1988,  c.  23. 

Mr.  Habteh-Yimer  testified  that  Chapter  23  will  expire  by 
September  30,  1991  and  he  is  involved  with  drafting  the 
legislation  to  replace  Chapter  23,  and  with  this  issue 
generally  at  the  RSC.   He  testified  that,  based  on  pending 
legislation,  he  believed  that  Chapter  23  successor  legislation 
will  not  continue  the  nonmanagement  wage  cost  factor  of  1 
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percent  that  is  implicit  in  the  BCBS  calculation. 

BCBS  points  out  that  the  Legislature  has  not  enacted  any 
replacement  statute  for  Chapter  23,  and  argues  that  since  the 
outcome  of  the  legislative  process  is  difficult  to  predict,  it 
is  speculative  to  suggest  that  the  Legislature  would  change  the 
treatment  of  nonmanagement  wage  costs.   BCBS  argues  that  its 
estimate,  based  on  the  current  law,  not  a  hypothetical  change 
that  has  not  yet  been  enacted,  is  a  reasonable  position. 

BCBS'.  argument  that  it  would  be  speculative  to  suggest  the 
Legislature  would  change  its  treatment  would  also  apply  to  any 
suggestion  that  new  legislation  would  be  the  same  as 
legislation  that  is  expiring  by  its  terms.     Because  there 
is  no  legislation  in  place  that  extends  beyond  September  30, 
1991,  I  cannot  find  that  the  pending  legislation  will  be  in 
place.   However,  since  the  pending  legislation  does  not  provide 
for  the  1  percent  factor,  and  since  BCBS  has  the  burden  of 
proof  on  this  issue,  I  find  that  it  is  not  reasonable  to 
include  the  1  percent  nonmanagement  wage  cost  for  periods 
beyond  September  30,  1991  in  the  calculation  this  year. 

BCBS  states  that  Mr.  Habteh-Yimer ' s  disagreement  with  the 
volume  factor  of  the  basis  of  payment  was  eliminated  during  the 


11  I  note  that  BCBS  makes  the  opposite  argument  in 
requesting  an  adjustment  for  an  increase  in  the  private  sector 
obligation  for  the  uncompensated  care  pool,  also  based  on 
pending  legislation.   The  inconsistency  in  both  its  and  the 
AG's  position  on  the  effect  of  pending  legislation  discredits 
their  arguments. 
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hearing,  because  he  earlier  had  assumed  that  BCBS  had  inflated 
the  volume  allowance  from  FY  1991  to  1992,  and  therefore  had 
believed  that  the  dollar  amount  calculated  for  volume  should  be 
lowered  because  of  his  recommendation  for  a  smaller  inflation 
factor.   On  cross-examination,  he  agreed,  after  seeing  the  data 
underlying  the  calculation,  that  his  assumption  had  been 
incorrect.   BCBS  asserts  that  Mr.  Habteh-Yimer  suggested  that 

BCBS  might  have  in  fact  underestimated  the  volume  for  1992,  by 

12 
failing  to  inflate  it  by  any  factor  at  all.     The  AG  did  not 

address  this  issue  in  either  his  main  or  reply  brief. 

Accordingly,  I  accept  BCBS'  conclusion  that  Mr.  Habteh-Yimer 

abandoned  his  disagreement  with  the  volume  factor  of  the  basis 

of  payment  element  of  the  rate  for  1992. 

Because  of  the  inclusion  of  the  1  percent  nonmanagement 

wage  cost  in  the  BCBS  calculation,  I  find  that  the  projection 

of  the  basis  of  payment  trend  for  1992  is  unreasonable.   On 

refiling,  I  would  approve  as  reasonable  a  trend  that  excluded 

that  1  percent,  as  described  in  this  decision. 

Adjustments  to  the  Basis  of  Payment 

BCBS  estimated  that  the  underlying  basis  of  payment 
increases  should  be  adjusted  upward  by  9.9  percent  for  FY  1991 


12  BCBS  also  attempts  to  discredit  Mr.  Habteh-Yimer • s 
questioning  the  use  of  the  1991  volume  factor  as  a  base  for 
inflating  to  the  FY  1992  number  because  he  did  not  raise  that 
issue  in  his  original  critique  of  the  volume  component. 


-  48  - 

and  4.8  percent  for  FY  1992,  based  on  certain  factors, 
including  the  uncompensated  care  pool,  St.  Margaret's  Hospital 

special  relief,  compliance  and  declining  days  effect. 

13 
The  AG  disagreed  with  certain  of  these  adjustments. 

Uncompensated  Care  Pool 

BCBS  requests  an  increase  attributed  to  an  increase  in  the 
private  sector  obligation  for  the  uncompensated  care  pool  as  a 
result  of  state  budget  action.   The  amount  of  the  increase 
requested  is  1.6  percent  in  1991  and  .08  percent  in  1992.   BCBS 
estimated  that  the  uncompensated  care  pool  cap  would  be 
increased  by  $84  million  in  the  state's  FY  1992  budget  based  on 
a  proposal  in  House  1,  the  Governor's  budget  package.   Mr. 
Habteh-Yimer  questioned  this  estimate  because  the  budget  had 
not  passed. 

BCBS  argues  that  Mr.  Habteh-Yimer  agreed  that  according  to 
information  available  to  the  RSC,  the  most  recent  bill 
indicated  that  the  uncompensated  care  pool  cap  would  be  raised 


13  During  the  hearing  BCBS  agreed  with  Mr.  Habteh-Yimer 
that  the  requested  adjustment  for  St.  Joseph's  Hospital  for  FY 
1991  was  inaccurate  and  should  be  .03  rather  than  .01  percent. 
Mr.  Habteh-Yimer  accepted  BCBS'  calculation  of  the 
legislatively  mandated  adjustment  for  St.  Margaret's  Hospital. 
Accordingly,  I  accept  those  undisputed  adjustments. 
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by  approximately  $80  million,  plus  perhaps  as  much  as  another 
$6  million  in  special  adjustments,  and  therefore  Mr. 
Habteh-Yimer ' s  estimate,  based  on  the  pending  legislation,  of 
$80  to  $86  million  actually  supports  BCBS '  $84  million  estimate. 

The  AG  states. .that  there  was  conflicting  testimony 
concerning  the  size  of  the  expected  increase  and  its  effect 
upon  hospital  charges.   He  argues  that,  since  the  legislation 
originally  proposed  while  this  filing  was  prepared  is  different 
than  pending  legislation,  and  since  the  bill  to  alter  the 
uncompensated  care  pool  obligations  has  not  passed,  BCBS  should 
not  be  allowed  to  include  these  figures  in  its  hospital  charge 
increase  calculations  because  they  are  based  on  pending 
legislation  that  may  not  be  passed.   I  note  that  with  respect 
to  the  weight  they  claim  I  should  give  to  pending  legislation, 
both  the  AG  and  BCBS  change  their  position  depending  upon  the 
specific  legislation.   Here,  according  to  the  Governor's  budget 
package,  the  AG's  witness  estimated  that  the  uncompensated  care 
pool  cap  is  likely  to  be  raised  by  $80  to  $86  million.   I  agree 
with  BCBS  that  this  estimate,  based  on  pending  legislation 
although  unsupported  by  actual  legislation  in  place,  offers 
support  for  BCBS'  estimate.   Accordingly,  I  find  that  BCBS' 
estimate  is  not  unreasonable. 

Compliance 

BCBS  has  included  a  4  percent  adjustment  to  the  basis  of 
payment  increases  for  "compliance,"  to  reflect  past 
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undergeneration  of  revenues  by  hospitals.   BCBS  testified  that 
the  compliance  factor  is  based  upon  the  expectation  that 
hospitals  will  increase  their  charges  in  FY  1991  because  it  is 
the  last  year  of  the  hospital  reimbursement  contract  in  which 
they  are  guaranteed  the  right  to  do  so.   According  to  BCBS,  -the 
claims  from  past  undergeneration  of  revenues  by  hospitals 
amounts  to  13  percent  in  FY  1990  and  leads  to  the  requested  4 
percent  adjustment  in  FY  1991. 

The  AG  objects  to  inclusion  of  the  4  percent  allowance  for 
compliance,  stating  that  Mr.  Tringale  acknowledged  that  the 
compliance  figure  was  only  a  projection  and  he  did  not  know 
what  hospitals  would  do.   Mr.  Habteh-Yimer  testified  he  was 
unable  to  state  whether  BCBS'  factor  of  4  percent  to  account 
for  compliance  in  FY  1991  was  too  high  or  too  low,  and  that 
charge  increases  because  of  compliance  could  be  anything  from  1 
percent  to  4  percent.   The  AG  argues  that  the  uncertainty  of 
the  compliance  estimate  is  compounded  by  the  fact  that  this  is 
the  last  year  of  a  BCBS  contract  and  Chapter  23  provisions  are 
expiring . 

BCBS  argues  that  Mr.  Habteh-Yimer  did  not  disagree  with 
BCBS,  but  rather  agreed  that  hospitals  had  undergenerated 
revenues  in  the  past,  and  that  it  was  reasonable  to  assume  that 
they  may  increase  their  charges  to  recoup  for  such 
undergeneration  this  year.   Thus,  BCBS  argues,  Mr. 
Habteh-Yimer ' s  testimony  did  not  conflict  with  BCBS'  estimate. 
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BCBS  also  pointed  out  that  in  cross-examining  Mr. 
Tringale,  the  AG  offered  with  respect  to  FY  1990,  a  similar 
comparison,  showing  a  2.5  percent  spread  between  the  actually 
observed  increase  in  charges  and  the  underlying  expected  basis 
of  payment  increase.   BCBS  argues . that  although  the  comparison 
was  intended  to  cast  doubt  upon  BCBS'  4  percent  estimate  for  FY 
1991/  it  supports  that  estimate  because  the  1990  comparison 
suggests  that  compliance  already  accounts  for  2.5  percent,  only 
an  additional  1.5  percent  is  needed  to  confirm  BCBS*  estimate 
for  FY  1991.   Therefore,  it  contends,  given  the  expectation 
that  hospitals  will  charge  more  in  the  final  year  of  the 
contract  that  guarantees  them  the  right  to  do  so,  that  small 
additional  increment  is  inherently  reasonable. 

I  agree  with  BCBS  that  both  its  testimony  and  that  of  the 
AG's  witness,  that  the  range  would  be  between  1  and  4  percent, 
support  its  4  percent  estimated  adjustment.   Accordingly,  I 
find  that  the  adjustment  for  compliance  is  not  unreasonable. 

Declining  Days  Effect  and  Intensity 

The  declining  day  per  diem  effect  is  intended  to  reflect 
the  fact  that  with  fewer  days  of  hospital  patient  care 
incurred,  the  charge  per  diem  would  increase  when  the  aggregate 
charges  are  divided  by  fewer  days. 

According  to  BCBS,  nongroup  subscribers  are  becoming  older 
and  sicker  than  average  non-Medicare  patients.   The  proposed 
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adjustment  for  intensity  is  intended  to  reflect  the 
increasingly  greater  use  by  BCBS  subscribers  of  more  hospital 
services  than  by  other  patients  when' they  are  hospitalized. 

BCBS  asserts  that  since  Mr.  Habteh-Yimer  did  not  directly 
analyze  the  declining  day  per  diem  effect  or  intensity,  he  had 
no  basis  for  commenting  on  the  reasonableness  of  BCBS'  specific 
estimates.   BCBS  points  out  as  well  that  he  acknowledged  the 
importance  of  looking  at  per  diem  and  intensity  effects  for 
specific  categories  of  hospital  patients  like  BCBS  subscribers. 

The  AG  argues  that  Mr.  Habteh-Yimer  did  not  agree  that 
these  effects  should  be  added  to  his  estimate.   Rather  he 
argues,  even  though  Mr.  Habteh-Yimer  would  not  say  what 
percentage  of  the  total  increase  in  hospital  charges  he 
estimated  is  due  to  compliance  or  intensity,  he  incorporated 
compliance  and  intensity  for  BCBS  in  his  estimate. 

Mr.  Habteh-Yimer  testified  that  BCBS*  estimates  were 
inconsistent  with  recent  historical  increases  in  hospitals' 
Non-Medicare  Gross  Inpatient  Service  Revenue  (NMGISR) . 
Reported  to  the  RSC  on  Forms  404,  NMGISR  reflects  hospital 
charge  increases  on  an  annual  basis.   Those  NMGISR  increases 
were  10.2  percent  in  FY  1988,  10.0  percent  in  FY  1989  and  12.1 
percent  in  FY  1990.   The  NMGISR  data  reflected  total  charges  at 
all  hospitals  rather  their  per  diem  charges.   Also,  NMGISR  data 
represented  all  non-Medicare  charges,  and  did  not  reflect  any 
differences  in  intensity  of  services  provided  BCBS  subscribers 
compared  to  other  patients.   BCBS  notes  that  Mr.  Habteh-Yimer 
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agreed  the  NMGISR  figures  were  not  comparable  to  the  per  diem 
charge  trends  BCBS  calculated  for  its  subscribers.   Once 
adjustments  were  made  to  permit  the  MNGISR  data  to  be  compared 
to  the  BCBS  numbers,  BCBS  claims  Mr.  Habteh-Yimer ' s  data 
verified  the  reasonableness  of  BCBS*  numbers. 

BCBS  also  states  that  Mr.  Habteh-Yimer  agreed  that 
intensity  varies  by  payor  and  can  also  vary  by  category  of 
payor.   BCBS  claims  that  it  is  the  difference  in  intensity 
among  payors,  not  the  overall  intensity,  that  is  important  in 
calculating  rates. 

BCBS  contends  that  the  AG's  witnesses  did  not  analyze  the 
effect  that  either  of  these  differences  would  have  on  BCBS 
hospital  charge  experience.   It  asserts  that  because  the  charge 
trends  calculated  in  Schedule  45  are  applied  to  the  actual 
charges  per  day  experienced  by  BCBS  subscribers,  they  must 
therefore  relate  to  per  diem  charges,  not  aggregate  charges, 
and  must  be  specific  to  BCBS  patients. 

Using  RSC  data  from  hospitals'  Form  404  submissions,  BCBS 
states  it  calculated  the  magnitude  of  the  per  diem  effect  and 
the  intensity  effect  in  FY  1989  and  1990,  which  were  the  two 
most  recent  years  for  which  data  were  available.   BCBS  compared 
those  figures  to  the  two  most  recent  years  for  which  Mr. 
Habteh-Yimer  supplied  NMGISR  data,  to  test  the  reasonableness 
of  its  estimates  for  FY  1991  and  1992.   BCBS  states  that  it 
showed  that  the  per  diem  effect  in  each  year  was  on  average  a 
2.8  percent  difference,  while  the  intensity  effect  was  an 
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average  of  2.1  percent,  and  that  each  number  validated  its 
estimates  of  two  percent  for  each  of  these  factors.   BCBS 
argues  therefore  that  the  NMGISR  data  actually  support  its  per 
diem  and  intensity  adjustments. 

BCBS  argues  that  Mr.  Habteh-Yimer  agreed  that  Form  404 
data,  as  aggregate  numbers,  do  not  account  for  the  per  diem  or 
intensity  effects.   Therefore,  BCBS  argues,  the  data  should  be 
compared  to  the  expected  BCBS  charge  trend  for  FY  1991  without 
the  2  percent  adjustment  for  the  per  diem  effect  and  without 
the  2  percent  adjustment  for  the  intensity  effect. 

I  agree  with  BCBS  that  the  comparison  shows  that  Mr. 
Habteh-Yimer ' s  testimony  does  not  contradict  that  of  BCBS. 
Rather,  again  it  supports  BCBS'  estimate,  and  I  will  not  find 
that  estimate  to  be  unreasonable  on  this  record. 

The  AG  argues  generally  that,  based  on  the  record, 
hospital  charges  have  not  increased  in  recent  years  anywhere 
near  BCBS'  estimate  of  21.2  percent  in  1991  and  15.4  percent  in 
1992.   According  to  RSC  404  reports  for  the  years  1987  and 
1990,  NMGISR  increased  by  10.2  percent  between  1987  and  1988, 
10.0  percent  between  1988  and  1989,  and  12.1  percent  between 
1989  and  1990.   The  AG  asserts  that  these  total  actual 
increases  in  hospital  charges  are  far  different  than  BCBS' 
estimated  figures. 

Mr.  Habteh-Yimer  stated  that  the  increase  in  hospital 
charges  for  1991  and  1992  would  be  closer  to  recent  NMGISR 
increases,  which  range  from  10.0  to  12.1  percent,  than  the  BCBS 
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estimates.   He  stated  that  he  offered  a  slightly  higher  range 
of  8  to  15  percent  for  1991  because  this  is  the  last  year  of 
BCBS'  hospital  contract. 

BCBS  asserts  that  the  aggregate  charge  data  from  the  RSC 
Form  404  Reports  available  to  the  RSC  for  the  first  half  of  FY 
1991  reflect  actual  experience  rather  than  estimates  and 
support  its  estimate  for  the  full  1991  increase. 

BCBS  also  argues  that  because  the  effect  of  the 
uncompensated  care  pool  cap  will  not  be  felt  until  after  the 
start  of  the  Commonwealth's  fiscal  year  1992  on  July  1,  1991, 
the  1.6  percent  estimated  for  that  adjustment  must  also  be 
removed  to  make  the  data  comparable  to  the  Form  404  data  that 
report  experience  through  March  31,  1991.   Therefore,  it 
claims,  its  trend  estimate  for  all  of  FY  1991  that  is 
comparable  to  the  six-month  FY  1991  Form  404  data  is  15.6 
percent  (the  aggregate  21.2  percent,  minus  1.6  percent  for  the 
uncompensated  care  pool  cap,  2.0  percent  for  the  per  diem 
effect,  and  2.0  percent  for  the  Blue  Cross  intensity  effect. 

The  FY  1991  data  from  the  latest  Form  404  reports 
aggregate  actual  hospital  charge  experience  for  the  first  two 
quarters  of  FY  1991.   BCBS  also  states  that  the  indirect 
estimates  are  moot  since  the  actual  six-month  experience  for  FY 
1991  proves  the  reasonableness  of  its  estimate.   It  argues  that 
without  adjusting  for  seasonality,  the  six-month  FY  1991  Form 
404  data  showed  an  aggregate  charge  increase  of  8.2  percent. 
However,  it  claims  that  Mr.  Habteh-Yimer  agreed  that 
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seasonality  would  be  an  important  factor  and  should  be  used  for 
this  projection.   Allowing  for  seasonality,  it  concludes  that 
the  RSC  data  show  a  15  percent  increase,  close  to  BCBS '  15.6 
percent  trend  estimate  for  the  full  year.   BCBS  states  that 
when  this  relationship  was  presented  to  Mr.  Habteh-Yimer ,  he 
acknowledged  that  the  six-month  data  showed  some  factor  at  work 
in  FY  1991  causing  an  increase  in  charges,  beyond  the 
underlying  basis  of  payment  increase.   BCBS  contends  that  the 
factor  is  the  effect  of  compliance,  and  that  Mr.  Habteh-Yimer 
does  not  have  to  agree  to  the  reason,  since  his  testimony 
supporting  the  number  shows  the  number  to  be  reasonable. 

I  agree  with  BCBS  that  the  six-month  experience  for  FY 
1991  supports  the  reasonableness  of  its  trend  estimate. 
Accordingly,  I  find  that,  with  the  exception  of  the  inclusion 
of  the  1  percent  nonmanagement  wage  cost  for  periods  beyond 
September  30,  1991,  BCBS'  projection,  taking  into  account  its 
agreement  to  correct  the  St.  Joseph's  Hospital  adjustment,  is 
not  unreasonable.   On  refiling,  I  would  approve  a  projection 
that  excludes  the  1  percent  adjustment,  as  described  in  this 
decision,  and  incorporates  any  change  necessary  to  correct  the 
adjustment  for  St.  Joseph's  Hospital. 
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D .   Reserve  Contribution 

This  year  BCBS  -has  included  in  its  rate  calculation  a 
statutory  reserve  fund  contribution  of  6.5  percent,  an  increase 
over  the  5.5  percent  allowed  last  year.   Both  the  SRB  and  the 
AG  oppose  the  requested  increase  in  the  reserve  contribution  as 
excessive.   For  the  reasons  set  forth  below,  I  find  that  the 
proposed  reserve  contribution  is  unreasonable,  but  would 
approve  a  revised  filing  that  contained  a  provision  for  a 
reserve  contribution  level  of  5.5  percent. 

BCBS  claims  that  it  selected  6.5  percent  for  the  proposed 
contribution  this  year  because  it  charges  that  amount  to  its 
small  groups,  which  it  claims  is  its  classification  of  group 
business  that  is  most  comparable  to  nongroup  insurance.   It 
cites  last  year's  decision  approving  a  5.5  percent  reserve 
contribution  as  support  for  its  selection  of  the  reserve 
contribution  level  applicable  to  its  small  groups.   After  last 
year's  decision,  BCBS  changed  the  reserve  contributions  for  its 
groups.   BCBS  contends  that  because  it  seeks  the  same 
contribution  as  it  now  charges  to  small  groups,  the  groups 
which  it  asserts  are  comparable  to  the  nongroup  population,  the 
6.5  percent  contribution  is  in  keeping  with  last  year's 
precedent . 

In  support  of  its  requested  increase,  BCBS  also  states  that 
in  the  last  six  years,  the  nongroup  rates  have  continued  to  be 
inadequate,  citing  health  statement  loss  ratios  ranging  from 
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107.8  percent  to  133.9  percent  in  those  years.   Last  year  the 
Commissioner  rejected  BCBS '  contention  that  the  magnitude  of 
the  nongroup  losses  over  recent  years  and  the  drop  in  reserve 
level  demonstrated  that  the  nongroup  line  suffered  an 
unreasonable  risk.   Decision  on  1990  Nongroup  Rates  at  29. 
BCBS  has  not  offered  evidence  this  year  that  remedies  the 
deficiencies  found  in  its  filing  last  year.   In  fact,  the  main 
thrust  of  its  argument  this  year  is  that  because  small  groups 
are  charged  a  6.5  percent  reserve  contribution,  nongroup 
subscribers  should  be  assessed  that  amount. 

BCBS  methodology 

BCBS  states  that  it  determined  which  groups  should  be 
considered  comparable  to  the  nongroup  population  for  the 
purposes  of  calculating  the  appropriate  reserve  contribution, 
noting  the  testimony  of  the  SRB's  witness,  Mr.  Frederick 
Lonsdale,  that  the  "reserve  contribution  should  be  based  upon 
the  risk  characteristics  of  the  non-group  population."   It 
contends  that  groups  of  fewer  than  100  subscribers  have 
comparable  risk  characteristics  to  those  of  the  nongroup 
population. 

In  1990,  at  the  time  of  last  year's  decision,  all  BCBS 
groups  that  were  premium  business  were  charged  5.5  percent  for 
reserve  contributions.   Since  the  third  quarter  of  1990,  BCBS 
changed  the  reserve  contribution  requirements  for  its  group 
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premium  business.   The  current  contribution  rates  are  the 
following:   for  groups  of  1-99  subscribers,  6.5  percent;  for 
groups  of  100-249,  6.0  percent;  for  groups  of  250-499,  5.5 
percent;  for  groups  of  500-999,  5.0  percent;  and  for  groups 
with  over  1,000,  4.5  percent.   BCBS  claims  that  the  6.5  percent 
rate  now  applicable  to  groups  of  1-99  subscribers  should  be 
charged  to  the  nongroup  population. 

Applicability  of  Small  Group  Rate 

In  the  Decision  on  1990  Nongroup  Rates,  the  Commissioner 
rejected  BCBS'  proposal  to  charge  nongroup  subscribers  a  10 
percent  reserve  charge,  a  rate  higher  than  the  5.5  percent 
contribution  rate  then  charged  to  all  groups,  stating: 

...I  would  approve  a  reserve  contribution  no 
higher  than  the  5.5  percent  utilized  in  the  group 
rate  filings  as  reasonable  for  the  nongroup  line 
of  business. 

Decision  on  1990  Nongroup  Rates  at  32.   BCBS  argues  that  last 

year's  decision  established  a  precedent  that  the  rate 

applicable  to  the  comparable  group  should  apply  to  nongroup. 

In  recommending  a  4.5  percent  rate  (the  rate  applicable  to 

groups  over  1,000  subscribers),  the  AG  takes  the  same  view. 

The  SRB,  however,  recommends  that  the  reserve  contribution 

of  5.5  percent  approved  last  year  be  continued.   Contrary  to 

BCBS'  view  (and  that  of  the  AG),  the  SRB  asserts  that  last 

year's  decision  only  stated  that  the  5.5  percent  reserve 
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allowance  used  in  group  filing  was  an  appropriate  benchmark 
last  year. 

The  SRB  is  correct  in  stating  that  the  1990  nongroup 
decision  does  not  support  an  increase  of  the  nongroup  reserves 
whenever  BCBS  chooses  to  increase  some  part  of  its  reserve 
contribution  schedule  on  the  group  side.   Last  year's  decision 
made  no  such  conclusion.   The  question  whether  a  6.5  percent 
reserve  contribution  is  reasonable  must  be  viewed  independently 
of  whether  BCBS  has  selected  that  allowance  for  some  portion  of 
its  group  population  this  year.   However,  the  reasonableness  of 
that  allowance  for  a  comparable  group  may  be  one  of  a  number  of 
relevant  considerations. 

Comparison  of  Small  Group  and  Nongroup  Experience 

BCBS  asserts  that  most  of  the  relevant  indicia  of 
comparability  show  the  nongroup  and  the  small  group  populations 
to  have  similar  risk  characteristics/  or  at  least,  that  any 
differences  favor  the  experience  of  small  groups,  so  that 
presumably  nongroup  subscribers  should  be  charged  a  higher 
reserve  level  than  small  group  subscribers.   It  lists  several 
factors  it  considers  relevant,  including  credibility, 
volatility,  and  size  of  the  respective  populations,  and  claims 
that  other  risk  characteristics  suggested  by  Mr.  Lonsdale,  such 
as  the  existing  level  of  reserves  and  the  risk  of  catastrophic 
losses,  may  be  considered,  but  that  Mr. 
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Lonsdale  did  not  suggest  that  in  either  case  the  risk 
characteristics  are  higher  for  the  small  group  population  than 
the  nongroup  populations. 

Both  the  AG  and  the  SRB  dispute  that  the  nongroup 
population  is  comparable  to  the  small  group  population.   The 
SRB ' s  witness,  Mr.  Lonsdale,  considered  that  the  nongroup  risk 
contingency  reserve  should  be  based  on  the  risk  characteristics 
of  the  nongroup  population,  rather  than  "some  hypothetical 
similarity  of  nongroup  to  some  other  insured  population  with 
supposedly  similar  risk  characteristics."   Exhibit  20,  SRB 
Filing,  p.  7. 

Even  assuming  that  comparability  to  group  experience  should 
be  examined,  the  SRB  contends  that  because  BCBS '  evidence 
comparing  these  groups  was  insufficient  and  inadequately 
detailed  to  support  its  judgment  in  setting  the  reserve 
contribution  rate,  it  has  not  met  its  burden  of  presenting 
sufficient  evidence  to  demonstrate  that  the  proposed  rate  is 
reasonable.   In  particular,  Mr.  Londsale  disputed  that  the 
nongroup  and  the  small  group  populations  were  comparable, 
because: 


Small  group  experience. .. should  be  different  from 
individual  nongroup  experience.   Small  groups  are 
subject  to  different  factors  that  effect  [sic] 
lapsation  of  individual  members  and  plan 
lapsation. . . in  difficult  financial  times,  a  small 
employer  may  terminate  a  health  plan  or  lay  off 
50%  of  its  people  or  go  out  of  business.   A  large 
pool  of  subscribers  is  not  subject  to  these 
factors . 
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Exhibit  20,  SRB  Filing,  p.  4.   The  parties  presented  testimony 
concerning  the  comparability  of  BCBS  small  groups  to  the 
nongroup  population. 

In  support  of  comparability,  BCBS  notes  the  aggregate 
number  of  people  in  each  population  is  approximately  the  same, 
70,000  to  80,000.   BCBS  also  asserts  that  the  number  of 
contracts  in  both  of  the  rating  pools  is  large  enough  to  avoid 
credibility  issues.   Although  it  is  true  that  the  number  of 
individuals  covered  by  nongroup  and  small  group  contracts  is 
large,  this  alone  says  nothing  about  the  relative  morbidity  or 
volatility  (riskiness)  of  the  nongroup  and  small  groups 
populations.   Nor  does  it  say  anything  on  this  issue  about  the 
comparability  of  large  groups.   Assuming,  arguendo,  that  the 
reasonable  reserve  contribution  should  be  based  on  that  of  the 
most  comparable  group  population,  BCBS  should  demonstrate  that 
the  small  group  population  is  more  comparable  to  the  nongroup 
population  than  the  other  group  sizes.   It  has  not  done  so. 

BCBS  also  contends  that  the  credibility  of  the  two  groups 
is  comparable  or  favors  small  groups  over  the  nongroup 
population.   It  claims,  based  on  the  testimony  of  Mr.  Lonsdale 
that,  viewed  by  the  contracting  unit  (a  particular  group,  or  in 
nongroup,  an  individual  or  family),  the  nongroup  unit  would 
have  zero  credibility  while  a  small  group  in  the  range  up  to 
100  group  members  could  have  some  credibility. 

Assuming  that  there  are  no  credibility  issues  in  either 
population,  there  similarly  are  no  credibility  issues  with- 
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large  groups  as  well.   BCBS  has  not  demonstrated  that  the  small 
group  population  is  more  comparable  to  nongroup  in  this  respect, 

BCBS  argues  that  the  nongroup  population  is  subject  to 
greater  volatility  than  the  small  group  population.   It  stated 
that,  viewed  by  the  contracting  unit,  the  volatility  of 
experience  would  be  greater  on  the  nongroup  side  than  the  small 
group  side.   Mr.  Lonsdale  took  the  position  that  the  large 
nongroup  population  generates  more  stable  experience,  and  would 
have  less  volatile  experience  expressed  as  a  percentage  because 
of  business  risks  or  economic  cycles  causing  layoffs, 
terminations  or  bankruptcies,  and  that  the  effects  of  economic 
forces  would  not  be  as  great  on  the  nongroup  population  as  the 
group  population.   Mr.  Lonsdale  also  testified  he  would  not 

expect  the  volatility  of  the  two  pools  to  differ 

14 
significantly. 

I  note  Mr.  Lonsdale's  testimony  that  the  variation  of 

either  group  probably  would  not  be  greater  than  plus  or  minus 

10  percent,  and  that  of  the  two  covered  populations,  he  would 

still  expect  the  nongroup  population  to  be  within  a  lower 

15 
percentage  range  of  volatility.     The  SRB  argues,  however, 


14  While  BCBS  acknowledges  that  Mr.  Lonsdale  stated  later 
that  he  would  expect  the  nongroup  volatility  to  be  in  a  lower 
range,  it  contends  that  he  offered  contradictory  opinions  at 
various  stages  of  his  testimony. 

15  In  its  reply  brief,  the  SRB  argues,  I  believe 
mistakenly,  that  Mr.,  Lonsdale  agrees  that  greater  volatility  is 
expected  in  the  experience  of  the  nongroup  population  compared 
to  the  small  group  population.   On  the  whole,  it  appears  that 
Mr.  Lonsdale's  testimony  is  that  the  greater  volatility  lies 
with  the  small  group  population. 
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that  the  nongroup  population's  probable  volatility  would  come 
within  the  lower  ranges  of  the  plus  or  minus  10  percent 
boundary,  and  the  small  group  population's  volatility  would  be 
expected  to  occur  at  the  higher  end  of  the  range.   The  SRB  goes 
on  to  argue  that  for  the  same  reasons,  the  nongroup  population 
is  less  affected  by  business  risk  and  economic  cycle  related 
factors  than  the  small  group  population. 

BCBS  contends  that  there  was  no  significant  dispute 
concerning  the  comparability  of  the  effects  of  a  recessionary 
economy  on  each  population's  experience,  but  argues  that  to  the 
extent  there  is  a  difference,  the  risk  factors  for  the  nongroup 
population  are  at  least  as  high  as  those  associated  with  the 
small  group  population.   It  cites  Mr.  Lonsdale's  testimony  that 
the  small  group  population  could  be  expected  to  decrease  in 
recessions  from  layoffs  or  business  failures,  whereas  the 
nongroup  population  could  be  expected  to  increase  in  such 
times,  stating  that  while  Mr.  Lonsdale  believed  that  a 
recessionary  economy  could  be  associated  with  a  worsening  of 
the  experience  of  the  small  group  pool,  he  also  stated  that  an 
enrollment  decrease  could  result  in  better  experience.   He  also 
recognized  that  recessions  can  worsen  the  nongroup  pool's 
experience  because  of  an  increase  in  nongroup  subscribers  among 
those  who  need  insurance  because  of  severe  medical  problems. 
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BCBS  also  argues  that  the  extra  volatility  of  experience  or 
the  nongroup  side  is  significant.   It  claims  that  this  is 
because  individual  and  family  nongroup  subscribers,  forced  by 
economic  hardship  to  choose  between  insurance  and  other 
expenses  would  be  more  likely  to  keep  health  insurance  if  it 
seems  that  coverage  will  be  necessary.   On  the  other  hand,  it 
claims,  employer  groups  would  not  suffer  from  those 
constraints.   Therefore,  it  claims,  the  worse  risks  will  not  be 
the  ones  who  leave  the  nongroup  pool  in  recessions.   On  the 
group  side,  BCBS  asserts,  the  decision  whether  to  keep  coverage 
or  not  will  be  made  for  different  reasons  from  the  medical 
needs  of  any  particular  member  of  the  group.   Thus,  BCBS 
claims,  there  is  no  reason  to  believe  that  such  decisions  will 
result  in  a  bias  toward  worsening  the  experience  of  the  pool. 
It  concludes  that  the  risk  factors  associated  with  the  nongroup 
population  in  recessions  should  be  at  least  as  high  as  the  risk 
factors  related  to  the  small  group  population. 

I  note,  however,  that  Ms.  Rosenblatt  testified  that  in 
rating  the  smallest  groups,  such  as  Chamber  of  Commerce  and 
Association  groups  with  fewer  than  five  members,  BCBS  combines 
the  experience  of  all  members  of  small  groups  for  rating 
purposes,  similarly  to  the  pooling  of  nongroup  subscribers' 
experience.   She  states  also  that  the  smallest  groups  have  a 
large  potential  for  volatility,  because  individual  decisions 
are  likely  to  control,  and  that  BCBS  therefore  chose  to  assess 
a  6.5  percent  reserve  contribution  to  those  groups. 
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BCBS '  conclusory  statement  is  unpersuasive.   There  are  a 
number  of  possible  scenarios  which  BCBS  did  not  address  --  for 
example,  layoffs  of  less  senior  personnel  who  are  younger  and 
healthier  would  leave  the  group  population  with  worse 
experience;  small. groups  may  be  likely  to  drop  coverage  for 
their  employees,  if  possible;  and  individuals  may  remain  in 
jobs  for  the  purpose  of  retaining  insurance  benefits. 

BCBS  also  contends  that  its  ability  to  recoup  for  adverse 
experience  lessens  its  risk  on  the  group  side.   Ms.  Rosenblatt 
testified  that  for  small  groups  between  50  and  100  lives,  BCBS 
provides  a  separate  experience  rating  in  every  case.   Thus 
BCBS*  risk  is  lessened,  because  it  can  take  a  portion  of  the 
adverse  experience  in  prior  years  into  account  in  setting  later 
years'  rates.   However,  no  such  ability  to  recover  from  adverse 
experience  is  available  on  the  nongroup  side  because  those 
rates  are  not  experience  rated.   BCBS  states  that  despite  being 
entirely  at  risk  for  the  nongroup  results,  the  contribution  to 
reserves  for  the  nongroup  population  is  the  same  as  for  the 
experience  rated  groups  between  50  and  100  lives,  where 
recoupment  is  possible. 

I  note  that  BCBS  appears  to  take  the  position  that  because 
nongroup  rates  are  not  experience  rated,  its  reserve 
contributions  should  be  higher  than  those  for  groups.   This 
argument,  included  in  its  brief,  recasts  an  argument  rejected 
by  the  Commissioner  last  year.   Decision  on  1990  Nongroup  Rates 
at  32. 
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The  AG  contends  that  last  year,  the  Commissioner 
specifically  rejected  the  argument  that  the  nongroup  population 
should  be  treated  for  the  purposes  of  reserve  contributions  as 
a  small  group.   Rather,  he  claims,  consistent  with  last  year's 
decision,,  the  contributions  should  be  established  at  the  same 
level  as  for  BCBS  groups  similar  in  size  to  the  nongroup 
population,  which  are  premium  business  groups.   The  AG  states 
that  in  last  year's  decision,  the  Commissioner  found  that  the 
nongroup  health  statement  pool,  with  over  30,000  subscribers, 
upon  whose  experience  rates  are  derived,  is  not  analogous  to  a 
small  group.   He  also  states  that  last  year  the  Commissioner 
concluded  that  the  nongroup  pool  is  most  similar  in  size  and 
rating  methodology  to  fully  credible,  experience-rated  groups 
which  are  not  assessed  a  risk  charge  by  BCBS.   He  concludes 
that  since  the  most  analogous  group  population  is  that  of 
groups  over  1,000,  4.5  percent  is  the  appropriate  statutory 
reserve  contribution  to  be  charged.   He  notes  that  according  to 
Ms.  Rosenblatt,  most  large  groups  have  cost-plus  business  and 
the  their  reserve  contributions  may  be  even  as  low  as  4.0 
percent . 

In  response  to  the  AG's  position,  BCBS  asserts  that  the  AG 
has  misinterpreted  last  year's  decision  in  stating  in  its 
filing  that  "the  non-group  pool  is  most  similar  in  size  and 
rating  methodology  to  fully  credible,  experience-rated 
groups."   It  claims  that  the  AG  has  taken  language  from  last 
year's  decision  out  of  context,  asserting  that  the  quoted  • 
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statement  was  made  in  connection  with  the  issue  whether  the 
"risk  charge"  for  group  business  was  equivalent  to  an 
additional  reserve  contribution,  which  BCBS  last  year  contended 
to  be  the  case.   BCBS  claims  that  it  has  not  sought  to  charge  a 
risk  charge  for  nongroup  subscribers  either  expressly  or 
implicitly  by  proposing  a  higher  contribution  to  reserves  this 
year . 

Regardless  of  the  context  of  the  language  from  last  year's 
decision,  no  determination  has  been  made  that  either  large  or 
small  groups  are  the  most  comparable  to  the  nongroup  population 
for  the  purposes  of  calculating  a  reserve  contribution. 

In  support  of  the  reasonableness  of  a  6.5  percent  charge, 
BCBS  argues  that  a  charge  to  nongroup  subscribers  of  the  same 
6.5  percent  charged  to  small  groups  is  still  less  than  the 
amount  those  groups  are  charged  because  they  also  receive  a 
separate  risk  charge  of  six  to  seven  percent,  bringing  their 
total  margin  to  approximately  thirteen  percent.   The  SRB  points 
out  that  last  year  the  Commissioner  was  "unpersuaded  by  BC/BS's 
attempts  to  draw  a  comparison  between  the  small  group  risk 
charge  and  the  appropriate  level  of  reserve  contribution  for 
nongroup  subscribers . M   Decision  on  1990  Nongroup  Rates  at  32. 
I  similarly  do  not  take  into  account  the  fact  that  small  groups 
are  charged  a  risk  charge  not  charged  to  nongroup  subscribers. 

BCBS  also  contends  that  the  level  of  the  contribution  to 
reserves  in  the  small  group  arena  is  presumptively  reasonable, 
because  it  is  subject  to  the  competitive  test  of  the  commercial 
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marketplace.   It  asserts  as  support  that  Mr.  Lonsdale  noted 
that  BCBS  retention  charges  to  its  small  groups  appear  to  be 
lower  than  those  of  its  commercial  competitors. 

I  agree  with  the  SRB  however  that  BCBS  has  made  no 
demonstration  that  the  competitive  forces  in  the  small  group 
market  work  efficiently  enough  to  establish  the  reserve  level 
from  that  market  as  "presumptively  reasonable."   Furthermore, 
as  the  SRB  points  out,  there  is  no  showing  that  the  reserve 
level  BCBS  uses  in  the  small  group  market  is  appropriate  for 
the  nongroup  line.   Mr.  Lonsdale  stated  that  group  lines  are 
not  subject  to  the  same  detailed  hearing  process  as  nongroup. 
Therefore,  the  fact  that  BCBS  uses  a  certain  reserve 
contribution  percentage  for  certain  of  its  groups  says  little 
about  the  appropriate  reserve  contribution  level  for  nongroup. 

Based  on  the  foregoing,  I  agree  with  the  SRB  that  BCBS  has 
not  demonstrated  that  the  6.5  percent  contribution  is  a 
reasonable  one  for  the  nongroup  population.   The  fact  that  BCBS 
has  decided  since  last  year's  decision  to  adjust  the  relative 
contribution  rates  for  the  different  group  sizes,  and  has 
selected  6.5  percent  for  small  groups  is  an  insufficient  basis 
to  justify  increasing  the  reserve  contribution  for  the  nongroup 
population.   First,  BCBS  has  not  demonstrated  the 
reasonableness  of  that  rate  for  small  groups.   BCBS  has  not 
explained  whether  the  adjustment,  which  included  a  reduction 
for  the  larger  groups,  actually  increases  or  decreases  total 
group  reserve  contributions.   BCBS  submitted  no  analysis 
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demonstrating  that  the  small  group  population  has  greater 
comparability  to  nongroup  than  its  other  size  group 
populations.   Without  evidence  comparing  the  relationship  of 
nongroup  to  other  size  groups,  there  is  insufficient  evidence 
to  persuade  me  that  the  small  group  population  is  the  most 
comparable  group  population  to  the  nongroup  population. 
Finally,  even  assuming,  arguendo,  that  small  groups  are  similar 
to  the  nongroup  population,  BCBS  has  not  demonstrated  that  6.5 
percent  is  a  reasonable  figure  to  assess  as  a  reserve 
contribution  to  the  nongroup  population. 

No  party  contested  that  it  was  appropriate  to  have  a 
reserve  contribution  based  on  BCBS'  financial  condition.   My 
reasons  for  not  finding  the  6.5  percent  reserve  contribution 
level  reasonable  applies  also  to  the  applicability  of  the  4.5 
percent  reserve  contribution  level  recommended  by  the  AG.   He 
has  neither  demonstrated  that  the  large  group  population  is  the 
most  similar  to  the  nongroup  population,  nor  has  he  shown  that 
4.5  percent  is  a  more  reasonable  rate  than  the  5.5  percent 
approved  last  year.   Accordingly,  on  this  record,  I  find  that 
it  would  not  be  unreasonable  to  continue  the  reserve 
contribution  level  approved  in  last  year's  decision.   I  note 
that  the  5.5  percent  approved  last  year  represents  the  midpoint 
between  the  4.5  percent  assessed  to  large  groups  and  the  6.5 
percent  assessed  to  small  groups.   It  also  appears  to  be  very 
close  to  the  the  average  contributions  of  BCBS'  nonregulated 
lines  for  the  most  recent  calendar  year  period,  and  therefore 
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is  consistent  with  last  year's  decision.  Accordingly,  I  would 
approve  a  revised  rate  filing  that  incorporated  such  a  reserve 
contribution  rate. 
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E .    Investment  Income  Credit 

BCBS  calculated  a  credit  to  nongroup  rates  for  investment 
income  amounting  to  2.6  percent.   '   BCBS'  witness,  Mr. 
Michael  T.  Manning,  testified  that  the  calculation  credits  _ 
nongroup  subscribers  with  investment  income  on  expense  and 
benefit  cash  flows  and  on  a  portion  of  the  general  reserves . 
He  stated  that  BCBS  has  calculated  the  investment  income  credit 
in  the  same  manner  that  it  used  for  previous  filings  that  have 
been  approved. 

The  SRB  claims  that  BCBS'  inclusion  of  cost-plus  business 
in  calculating  the  amount  of  general  reserves  allocable  to 
nongroup  subscribers  was  improper,  because  BCBS'  reserves 
currently  are  below  the  statutory  minimum.   It  contends  that 
the  calculation  should  be  based  on  total  expenses  and  insured 
claims.   Relying  upon  St.  1988,  c.  169,  §  3,  which  reguires 
BCBS  to  maintain  a  minimum  reserve  level  equal  to  "five  percent 
of  all  expenses  and  insured  claims  incurred  in  each  year"  for 
BCBS  (emphasis  added),  the  SRB  takes  the  position  that  the 
phrase  "insured  claims"  requires  that  only  premiums  from 


16  BCBS  calculated  the  credit  according  to  the  model  to 
be  2.4  percent,  which  is  equal  to  the  current  credit.   BCBS 
adjusted  the  credit  upward  to  account  for  expected  slow  down  in 
the  rate  of  loss  disbursements  from  the  implementation  of  the 
"Pursue  and  Pay"  program  in  BCBS'  coordination  of  benefits 
program. 
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insured  business  be  considered  in  apportioning  total  reserves 
for  the  calculation  of  investment  income. 

BCBS  asserts  that  under  the  appropriate  methodology,  the 
percentage  of  total  premium  from  all  lines  of  business 
represented  by  the  general  reserves  should  be  calculated.   It 
argues  that  there  is  no  basis  for  drawing  a  legal  distinction 

between  insured  business  and  cost-plus  business  for  the 

17 
purposes  of  calculating  the  investment  income  credit. 

Mr.  Lonsdale  agreed  that  cost-plus  business  contributes  to 

and  can  draw  on  general  reserves,  and  that  cost-plus 

subscribers  are  charged  a  reserve  contribution  of  approximately 

two-thirds  of  the  otherwise  applicable  contribution  rate. 

However,  the  SRB  claims   that  since  cost-plus  business  is  less 

risky  than  insured  business,  it  has  less  need  for  any  benefit 

associated  with  the  investment  income  credit,  and  therefore  it 

should  be  excluded  from  the  calculation.   BCBS  contends  that 

the  fact  that  cost-plus  business  is  less  risky  and  presents  a 

lower  potential  for  drawing  on  the  general  reserves  is  not  a 

basis  for  excluding  it  from  the  calculation. 

The  SRB  has  stated  that  its  recommendation  to  exclude 

cost-plus  business  would  change  if  BCBS'  reserves  were  above 

the  statutory  minimum.   BCBS  points  out  that  this  change  in 


17  According  to  BCBS'  witness,  Ms.  Rosenblatt, 
"cost-plus"  includes  administrative  services  only  business  as 
well  as  the  portion  pf  "stop  loss"  business  for  which  the 
employer  pays  for  claims. 
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recommendation  undercuts  the  SRB ' s  argument  that  the  statutory 
language  applies  to  insured  business  only. 

I  agree  with  BCBS  that  the  SRB ' s  rationale  for  excluding 
cost-plus  business  while  reserves  are  below  the  statutory 
minimum  is  inconsistent.   As  BCBS  points  out,  it  has  been 
increasing  the  contribution  to  reserves  charged  to  cost-plus 
subscribers  because  reserves  are  presently  below  the  statutory 
minimum.   BCBS  states  the  SRB • s  proposal  would  deny  cost-plus 
subscribers  a  credit  for  investment  income  on  general  reserves 
for  the  same  reason  that  those  subscribers  are  being  charged 
more  to  contribute  to  those  general  reserves,  because  the  BCBS 
surplus  is  below  the  statutory  minimum. 

Although  I  do  not  consider  it  necessary  to  reach  the 
question  of  the  applicability  of  the  statute  to  reserves 
charged  to  cost-plus  subscribers,  I  agree  with  BCBS  that  it  is 
reasonable  to  include  cost-plus  business  in  the  calculation  of 
the  amount  of  general  reserves  to  allocate  to  nongroup 
subscribers,  since  the  cost-plus  subscribers  contribute  to 
these  reserves. 
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F.        Group  Conversion  Subsidy 

This  year  BCBS  requests  approval  of  a  change  in  the 
calculation  of  the  rates  for  group  conversion  subscribers,  to 
rate  their  coverage  separately  from  that  of  the  health 
statement  subscribers,  and  to  charge  those  group  conversion 
subscribers  a  higher  rate  than  the  health  statement  rate.   This 
request  seeks  a  departure  from  a  longstanding  Division  policy 
established  in  the  Decision  on  1975  Nongroup  Rates  (the  1975 
Decision)  that  these  categories  be  rated  using  only  health 
statement  experience,  and  that  any  incremental  cost  of  the 
group  conversion  subscribers  should  be  charged  to  BCBS  group 
plans.   See  Decision  on  1975  Nongroup  Rates  at  4-5. 

BCBS  asserts  that  the  true  group  conversion  rate  should  be 
approximately  20  to  24  percent  higher  than  that  for  the  health 
statement  population.   Rather  than  seek  approval  of  rating  the 
group  conversion  population  at  the  full  claimed  differential 
this  rate  year,  BCBS  has  proposed  a  three-year  phase-in  plan  of 
the  differential,  with  an  8  percent  rate  difference  for  this 
rate  year,  and  re-evaluation  of  the  proposed  increment  in  each 
of  the  next  two  years. 

Health  Statement  and  Group  Conversion  Subscribers 

Individuals  can  become  eligible  for  nongroup  coverage 
through  one  of  two  ways:   members  of  BCBS  group  insurance  plans 
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who  leave  their  group  are  eligible  to  convert  to  nongroup 
coverage  within  a  specified  time  after  departing  the  group. 
Such  individuals  (group  conversion  subscribers)  are  fully- 
eligible  for  nongroup  benefits,  and  need  satisfy  no  waiting 
period  for  coverage  of  non-emergency  procedures  or  for 
treatment  of  pre-existing  conditions.   Individuals  who  are  not 
eligible  for  any  group  insurance  coverage  may  apply  for 
nongroup  coverage  from  BCBS.   These  individuals  (health 
statement  subscribers)  will  be  accepted  but  must  satisfy  an 
eight-month  waiting  period  for  coverage  of  non-emergency 
treatment  and  a  three-year  waiting  period  for  pre-existing 
conditions . 

BCBS  states  that  the  difference  between  the  experience  of 
these  two  categories  is  likely  due  to  the  difference  in  the 
underwriting  conditions  imposed  on  the  two  populations  and  the 
likelihood  that  persons  exiting  groups  are  leaving  for 
retirement  or  because  of  illness.   There  is  no  dispute  among 
the  parties  that  the  group  conversion  subscribers'  experience 
is  worse  to  some  degree  than  that  of  the  health  statement 
subscribers.   This  difference  was  explicitly  acknowledged  by 
Commissioner  Stone  in  the  1975  Decision. 

The  1975  Decision  on  Group  Conversion  Subsidies 

In  the  1975  Decision,  Commissioner  Stone  disapproved  BCBS' 
practice  of  rating  both  the  health  statement  and  group 
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conversion  populations  using  combined  experience,  including  th< 
adverse  experience  of  the  group  conversion  cases,  stating: 


The  procedure  is  patently  unfair  to  the  health  statement 
policyholders,  who  would  have  to  suffer  little  or  no 
increase  this  year  were  they  not  forced  to  subsidize  the 
conversions.   It  is  not  very  fair  to  the  group  conversion 
policyholders  either.   While  they  are  better  off  under 
this  method  than  they  would  be  if  they  were  rated  solely 
on  their  own  losses,  they  would  be  better  off  still  if 
they  remained  the  responsibilities  of  their  groups.   Many 
group  conversions  become  group  conversions  because  they 
are  laid  off,  retired  or  otherwise  unable  to  work.   It  is 
no  wonder  that  their  health  insurance  experience  should  be 
particularly  poor.   Sometimes,  for  no  fault  of  their  own, 
workers  will  find  themselves  unable  to  earn  a  living  and 
increasingly  dependent  upon  their  health  insurance.   When 
their  problems  are  plentiful  already,  it  seems  a  terrible 
shame  that  we  should  also  ask  them  to  pay  more  for  their 
insurance.   Group  premiums  will  always  be  lower  than 
eguivalent  non-group  premiums.   Why  add  another  hardship 
to  the  lot  of  displaced  workers  by  making  them  forfeit 
their  group  rates? 

The  solution  is  obvious.   Groups  can  not  exist  without 
group  exits.   The  exits  should  be  treated  as  simply 
another  cost  of  operating  a  group  plan.   The  laid-off  or 
disabled  worker  should  not  forfeit  his  group  rights.   They 
should  be  charged  back  to  the  group  from  which  the  worker 
came.   Surely,  those  who  were  never  group  members  owe  less 
of  a  subsidy  than  the  members  of  the  group  producing  the 
conversion.   Moreover,  with  tax  benefits  and  employee 
contributions,  the  burden  on  the  group  plans  would  be  far 
less  than  the  burden  on  the  health  statement 
policyholders.   Group  rates  must  include  their  full  costs 
-  inclusive  of  the  incremental  poor  experience  of  their 
exits. 

Decision  on  1975  Nongroup  Rates  at  5.   Since  the  issuance  of 

that  decision,  BCBS  has  included  in  its  rates  for  its  group 

insurance  plans  a  charge  attributed  to  the  experience  of  the 

group  conversion  subscribers. 

This  year,  in  requesting  the  departure  from  the  1975 

Decision,  BCBS  cla-i-ms  that  changes  in  circumstances  since  the 
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issuance  of  the  decision  necessitate  the  reversal  of  this 
policy  on  the  grounds  that  the  subsidy  makes  it  uncompetitive 
in  the  group  marketplace,  and  that  statutory  changes  and  other 
developments  in  the  last  sixteen  years  make  the  subsidy 
unnecessary.   Both  the  SRB  and  the  AG  strongly  disagree  with 
BCBS'  position. 

Competitive  Disadvantage 

BCBS  claims  that  the  current  requirement  that  group  plans 
subsidize  the  worse  experience  of  the  group  conversion 
subscribers  places  it  at  a  competitive  disadvantage  in  the 
group  insurance  marketplace,  because  the  cost  of  the  subsidy 
causes  its  group  retention  costs  to  be  disproportionately 
high.   Emphasizing  that  its  market  share  has  declined  from  60 
percent  to  37  percent  since  the  1975  Decision  was  rendered, 
BCBS  argues  that  the  group  conversion  subsidy  is  a  factor  in 
its  declining  market  share.   Even  though  it  acknowledges  that  a 
"myriad"  of  factors  may  have  contributed  to  its  decline  in 
market  share,  it  argues  that  the  group  conversion  subsidy  has 
the  effect  of  placing  Blue  Cross  and  Blue  Shield  at  a 
disadvantage  relative  to  its  commercial  competitors. 

The  AG  and  the  SRB  dispute  the  extent  of  the  alleged 
competitive  disadvantage  as  well  as  the  effect  of  the  group 
conversion  subsidy  on  BCBS'  competitive  position. 
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Insurer  Retention  Charges 

BCBS  argues  that  the  group  conversion  subsidy,  as  an 
element  of  its  retention  charges  to  groups,  causes  its 
retention  charge  to  be  higher  than  the  comparable  charges  of 
competitor  insurers,  thereby  impairing  its  competitive 
position.   Retention  charges  can  include  administrative  costs, 
group  conversion  subsidies,  investment  income  credit,  risk  anc 
profit,  commissions,  premium  taxes,  and  contributions  to 
reserves . 

In  support  of  its  claim  that  its  retention  charges  are 
higher  than  those  for  comparable  group  plans,  BCBS  presented 
two  witnesses,  John  Kieley  and  Stuart  Rubinstein,  both 
independent  consultants  who  work  with  employers  seeking  group 
insurance  coverage,  who  testified  that  from  their  experience 
with  BCBS  and  commercial  insurers,  BCBS  retention  charges  were 
higher  than  those  of  commercial  insurers.   Mr.  Kieley,  who 
works  generally  with  large  employers  (1000  to  10,000  employees) 
stated  he  had  observed  instances  in  which  the  BCBS  retention 
level  was  twice  that  of  commercial  carriers. 

Mr.  Rubinstein,  who  works  with  smaller  employers  (200  to 
1,000  employees)  stated  he  had  observed  retention  charges 
offered  by  commercial  insurers  in  the  9  to  12  percent  range 
compared  to  BCBS  retentions  of  2  to  4  percentage  points  higher. 

During  the  hearing,  BCBS  furnished  a  copy  of  a  portion  of 
the  study  by  the  Congressional  Research  Service  published  in 
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the  Massachusetts  Department  of  Medical  Security  analysis  of 
the  availability  of  small  group  coverage  which  offered  a 
summary  of  certain  retention  charges  of  commercial  group  plans 
(the  DMS  study) . 

The  SRB  questions  the  applicability  of  the  DMS  Study, 
arguing  that  BCBS  never  demonstrated  BCBS '  benefit  packages  and 
claims  costs  to  be  comparable  to  those  of  commercial  insurers. 
Thus,  the  SRB  disputes  BCBS'  support  for  its  claim  that  its 
retention  levels  are  higher  than  those  of  its  competitors. 
Nevertheless,  the  SRB ' s  witness,  Mr.  Lonsdale,  calculated 
differences  in  retention  for  BCBS  and  for  commercial  carriers 
based  on  that  study.   He  testified  that  the  average  retention 
charge  of  commercial  carriers  was  1.2  percentage  points  less 
than  that  of  BCBS  for  groups  between  50  and  99,  4.2  percent 
less  for  groups  of  100  to  249  and  2.4  percent  less  for  groups 
of  250  and  more. 

In  the  SRB  filing,  Mr.  Lonsdale  stated  the  retention  data, 
separated  by  size  of  group,  multiplied  by  BCBS'  earned  premium 
for  each  category  of  group  size,  and  the  respective  products 
then  totalled,  showed  the  BCBS  retention  charges  were 
significantly  lower  overall  than  those  of  the  commercial 
insurers.   The  SRB  also  notes  BCBS  retention  charge  to  be  lower 
than  those  of  competitors  for  all  groups  up  to  49  subscribers. 

The  AG  summarized  in  his  brief  the  differences  in  the 
retention  charges  of  BCBS  and  commercial  insurers  based  on 
BCBS'  responses  to  discovery,  including  the  DMS  study: 
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commercial  insurers  charge  on  average  18.0  percent  for  groups 
of  50-99  lives,  16.0  percent  for  groups  of  100-499  lives  and 
12.0  percent  for  groups  of  500  to  2,499  lives.   He  argues  that 
based  on  the  assumptions  in  the  DMS  study,  the  12.0  percent 
retention  charges  for  the  latter  group  should  be  higher  if  the 
category  were  limited  to  500-999  lives.   In  comparison,  the 
BCBS  retention  charges  for  cost-plus  and  stop  loss  accounts 
are:   12.7  percent  for  groups  of  50-99  lives,  11.5  percent  for 
100-249  lives;  10.4  percent  for  250-499  lives;  and  9.4  percent 
for  500-999  lives.   The  AG  notes  that  for  BCBS  premium  business 
the  retention  charges  are:   for  groups  of  50-99,  19.2  percent, 
for  100-249  lives,  18.2  percent,  for  250-499  lives,  16.6 
percent  and  for  500-999  lives,  14.4  percent. 

Although  BCBS  acknowledges  that  the  competitive 
disadvantage  in  the  amount  of  retention  costs  did  not  exist 
with  its  smaller  groups,  it  argues  that  since  more  than  80 
percent  of  BCBS'  group  business  is  with  groups  of  50  or  more 
employees,  the  alleged  differences  in  retention  are 
substantial.   It  argues  that  the  AG  and  the  SRB  have 
mischaracterized  its  group  market  in  emphasizing  the  similarity 
in  retention  levels  of  small  groups. 

Setting  aside  the  parties'  characterizations  of  each 
others'  arguments,  I  note  that  the  evidence  indicates  that  some 
amount  over  80  percent  of  BCBS  subscribers  are  in  groups  of  50 
or  more.   However,  even  for  the  groups  over  50  subscribers 
based  on  the  above  comparison  of  BCBS  data  to  the  DMS  study, 
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the  difference  in  retention  charges  is  1.2  percent  for  groups 
of  50-99  lives;  2.2  percent  for  groups  of  100-249  lives;  0.6 
percent  for  groups  of  250-499  lives;  and  2.4  percent  for  groups 
of  500-999  lives.   However,  I  note  that  BCBS  did  not  adeguately 
demonstrate  that  those  two  sets  of  charges  are  directly 
comparable . 

Assuming,  arguendo,  that  the  DMS  study  is  probative  of 
comparable  commercial  insurers'  retention  charges,  BCBS' 
average  retention  charges  for  premium  business  would  be 
slightly  higher  than  the  average  retention  charges  of 
commercial  insurers.   As  the  AG  noted  in  his  brief,  for  its 
cost-plus  or  stop-loss  coverage  (53.1  to  60  percent  of  its 
business,  according  to  BCBS),  BCBS'  charges  are  lower  than  the 
average  charges  of  commercial  insurers.   Therefore,  even 
assuming  that  BCBS'  figures  concerning  commercial  carriers  are 
correct,  which  I  do  not,  for  a  substantial  portion  of  BCBS' 
business,  the  retention  charges  are  comparable  or  lower,  and 
therefore  cannot  cause  any  competitive  disadvantage.   For  the 
remainder  the  difference  in  retention  charges,  ranging  from  0.6 
to  2.4  percent  is  relatively  small.   Therefore,  even  assuming 
the  applicability  of  the  DMS  study-,  on  this  record  BCBS  has  not 
demonstrated  that  the  retention  charge  differential  is 
substantial  enough  to  hinder  its  competitive  position. 

I  agree  with  the  SRB  that  BCBS  has  not  demonstrated  the 
DMS  study  to  be  probative  of  the  actual  retention  levels  of 
commercial  insurers.;  As  the  SRB  notes,  BCBS  presented 
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insufficient  evidence  that  the  factors  that  enter  into  the 
retention  calculations  of  the  commercial  companies  are 
comparable  to  its  own.   Therefore  any  comparison  of  those 
total  retention  charges  to  the  total  retention  charges  of  BCBS 
is  not  probative  on  this  record. 

Effect  of  Subsidy  on  Retention  Charge  Size 

BCBS  contends  that  the  group  conversion  subsidy  is  a 
principal  reason  for  its  alleged  higher  retention  charges. 
BCBS  states  that  the  group  conversion  subsidy  amounts  to 
approximately  1.2  percent  of  premium,  or  1.4  percent  of 
claims.   According  to  BCBS'  witness,  Ms.  Rosenblatt,  commercial 
health  insurers  charge  groups  for  conversions  on  a  case  by  case 
basis,  and  therefore  groups  know  they  are  only  paying  for  their 
own  convertees.   She  testified  that  BCBS  cannot  charge  for  the 
subsidy  on  a  case  by  case  basis  because  the  current  group 
convertees'  experience  necessitates  an  across-the-board  charge 
to  generate  the  necessary  funds,  although  she  stated  BCBS  would 
like  to  do  so  in  the  future.   Mr.  Lonsdale  testified  that  he 
had  learned  of  one  commercial  company  whose  group  conversion 
charge  was  about  .5  percent. 

According  to  BCBS,  the  group  conversion  charge  is 
therefore  equal  to  a  substantial  portion  of  the  difference 
between  the  retention  charges  of  BCBS  and  commercial  carriers. 
Its  witness,  Mr.  Kieley,  attributed  the  principal  reason  for 
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the  differential  in  retention  charges  to  the  charge  for  group 
conversion  policies,  subsidies  for  the  regulated  lines,  and 
replenishment  of  inadeguate  reserves.   BCBS '  witnesses 
acknowledge  that  other  elements  of  retention  charges  affect  the 
size  of  the  total  retention  charge  and  therefore  the 
differential . 

The  SRB  and  the  AG  dispute  that  the  subsidy  is  the  cause 
of  the  retention  charge  differential.   The  SRB  claims  that 
BCBS'  witnesses  who  testified  to  the  cause  of  the  retention 
differential  provided  no  direct  testimony  guantifying  the 
amount  of  the  difference  in  retention  charges  attributable  to 
group  conversion  subsidies  as  opposed  as  to  the  other  factors. 
Indeed,  Ms.  Rosenblatt  acknowledged  that  other  factors 
contributed  to  the  difference  between  the  retention  charges  of 
BCBS  and  its  competitors,  such  as  plan  design,  type  of  billing 
arrangement,  type  of  provider  arrangement  and  type  of  claims 
administration. 

The  AG  points  out  in  his  brief  that  the  BCBS  witnesses  had 
no  specific  information  to  compare  the  components  of  BCBS 
retention  charges.   Mr.  Kieley  and  Mr.  Rubinstein  acknowledged 
that  they  did  not  have  access  to  BCBS  retention  development 
formulas  or  similar  information  for  other  carriers,  and  Mr. 
Kieley' s  apparent  information  sources  were  limited  to  BCBS 
representatives  and  the  press. 

The  SRB  claims  that  half  of  BCBS'  asserted  total  retention 
discrepancy  is  related  to  cost-plus  business,  and  that  half  of 
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the  discrepancy  related  to  premium  business  results  from  BCBS' 
asserted  greater  contributions  to  reserves.   It  argues 
therefore  that  a  combination  of  adequate  rates  and  adequate 
contributions  to  reserves  should  address  this  concern. 

Additionally,  the  SRB  questions  BCBS*  motives  in  asserting 
that  the  subsidy  drives  the  retention  charge  level  because  this 
year  BCBS  is  also  requesting  an  increase  in  the  reserve 
contribution.   It  notes  BCBS'  agreement  that  the  current  level 
of  reserve  contribution  is  a  factor  in  the  claimed  retention 
discrepancy,  since  Ms.  Rosenblatt  testified  that  the  inadequacy 
of  health  statement  rates  is  driving  the  need  for  a  higher 
statutory  reserve  contribution.   Further  the  SRB  argues  that 
aside  from  the  difference  attributable  to  reserves,  there  is 
very  little  differential  in  the  retention  charges  BCBS  alleges 
exists  between  its  own  and  those  of  commercial  insurers. 

Additionally  the  SRB  discounts  BCBS'  attempt  to  quantify 
the  differential  attributable  to  the  reserve  contribution  and 
to  identify  a  chargeback  percentage  per  account  for  the  group 
conversion  subsidy  as  self  serving,  because  BCBS  presented  no 
composite  percentage  for  these  factors.  It  notes  Ms. 
Rosenblatt's  testimony  that  there  was  too  much  variation  and  a 
possible  "infinite  number  of  combinations"  of  the  differences 
in  "billing,  claims  and  provider  arrangements"  among  insurers. 

I  agree  with  the  AG  and  the  SRB  that  BCBS'  evidence  on 
this  issue  is  inconclusive.   Assuming,  arguendo,  that  its 
retention  levels  are  indeed  higher  than  those  of  competitors, 
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BCBS  did  not  demonstrate  that  the  group  conversion  subsidy  is 
the  reason  that  its  retention  charge  for  premium  business  is 
higher  than  that  of  commercial  insurers.   There  is  no  evidence 
that  the  other  elements  of  retention  charges  have  no 
significant  effect.   BCBS  appears  to  argue  that  because  the 
difference  in  retention  charges  is  similar  to  the  percentage 
attributed  to  the  group  conversion  subsidy,  it  therefore  is  a 
significant  cause  for  the  higher  retention  charge.   On  this 
record,  I  cannot  agree  that  BCBS  has  demonstrated  that  the 
subsidy  is  a  significant  cause  of  higher  retention  charges,  or 
that,  taking  comparable  elements  of  retention  charges,  BCBS' 
retention  charges  are  significantly  higher  than  those  of  its 
competitors,  for  any  substantial  portion  of  its  group  business. 

Administrative  Deficiencies 

The  SRB  contends  that  BCBS'  claimed  competitive 
disadvantage  is  caused  by  factors  such  as  its  own 
administrative  deficiencies.   In  particular,  the  SRB  noted  Mr. 
Kieley' s  testimony  that  BCBS'  accuracy  and  timeliness  of  its 
claims  processing  were  inferior  to  those  practices  by  other 
carriers.   The  SRB  also  notes  that  Mr.  Kieley  stated  that  BCBS 
is  competitively  disadvantaged  because  it  is  unable  to  provide 
to  employers  the  specifics  of  their  claims  for  a  period  of 
time.   Mr.  Kieley  testified  that  such  information  was  important 
to  guide  employers  in  potentially  making  changes  to  plan 
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design,  and  could  be  decisive  in  the  choice  of  a  carrier. 
According  to  Mr.  Kieley,  BCBS  has  historically  been  unable  to 
provide  that  data  to  employers. 

Additionally  the  SRB  referred  to  the  Massachusetts  Group 
Insurance  Commission's  (GIC)  selection  of  another  provider  over 
BCBS  for  its  state  employee  contract,  despite  BCBS'  lower  bid 
for  the  contract.   Thus,  it  argues,  price  is  not  the  only 
factor  determining  BCBS'  position  in  the  market.   It  contends 
that  BCBS'  competitive  disadvantages  stem  from  its 
administrative  problems,  such  as  those  outlined  in  the  GIC 
staff  report,  rather  than  the  group  conversion  subsidy. 

Finally  the  AG  points  out  that  BCBS  has  not  demonstrated 
the  financial  necessity  of  eliminating  or  altering  the  group 
conversion  methodology.   He  claims  that  BCBS  remains 
competitive  with  other  insurance  carriers,  despite  the  erosion 
of  its  market  to  HMOs  and  PPAs ,  and  has  maintained  a  commanding 
share  of  the  health  insurance  market,  noting  that  BCBS'  profits 
last  year  of  $30.2  million  exceeded  the  estimated  group 
conversion  subsidy. 

In  response  to  BCBS'  claims  that  it  is  suffering  from 
seriously  straitened  conditions  currently,  the  SRB  points  out 
that  the  Commissioner  was  aware  in  1975  when  the  group 
conversion  subsidy  decision  was  made  that  BCBS  contended  it  was 
not  in  a  good  financial  position.   Although  agreeing  that 
improving  BCBS'  financial  position  was  important,  nevertheless 
the  Commissioner  decided  that  BCBS'  group  rates  should  include 
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the  group  conversion  subsidy.   The  SRB  argues  that  BCBS ' 
current  financial  difficulties  are  not  as  severe  as  they  were 
in  1975. 18 

BCBS  acknowledges  that  there  are  numerous  factors  that  may 
have  contributed  to  the  decline  in  its  market  share,  but 
asserts  the  group  conversion  subsidy  plays  a  significant  role 
and  must  be  eliminated.   However/  on  this  record  I  cannot 
agree.   First,  based  on  the  evidence,  BCBS  has  not  shown  that 
the  group  conversion  subsidy  causes  its  retention  charge  to  be 
significantly  higher  than  those  of  competitors.   In  fact  the 
retention  charge  is  not  higher  in  all  instances  according  to 
BCBS'  own  evidence.   Nor  has  BCBS  shown  that  the  group 
conversion  subsidy  or  the  retention  charge,  rather  than  other 
factors,  is  the  reason  for  customers'  selection  of  a  competitor 
over  BCBS. 

Statutory  benefits 

The  AG  and  the  SRB  also  point  out  that  BCBS  receives 
statutory  benefits  that  commercial  insurers  do  not  receive 
which  BCBS  failed  to  consider  in  assessing  its  competitive 
position,  including  its  statutory  hospital  discounts,  the 
physician  ban  on  balance  billing,  the  ability  to  achieve  lower 
discounts  from  physicians,  even  in  PPAS/  and  the  premium  tax 
exemption  and  tax  exemptions  as  a  non-profit  corporation. 


18 


BCBS  at  that  time  was  two  corporations. 
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The  AG  and  the  SRB  claim  that  the  premium  tax  exemption 
results  in  substantial  savings  to  BCBS .   The  SRB  notes  in  its 
brief  that  commercial  insurer  premium  taxes  ranged  from  2.8 
percent  of  incurred  claims  of  the  smallest  groups  to  2.12 
percent  on  groups  larger  than  10,000  employees.   It  argues  that 
in  the  under-50  subscriber  segment  of  the  market,  the  savings 
of  over  2  percent  of  the  premium  tax  exceeds  the  1.2  premium 
charged  back  to  group  accounts  to  support  the  group  conversion 
subsidy.   Thus,  to  the  extent  other  business  is  insured,  rather 
than  stop-loss  or  cost-plus,  the  premium  tax  savings  make  up 
for  the  subsidy. 

BCBS  disagrees  with  the  arguments  of  the  AG  and  the  SRB 
that  its  exemption  from  premium  taxes  provides  it  with  an 
advantage.     BCBS  contends  that  for  its  larger  groups,  it 
competes  with  HMOs  and  commercial  insurers  which  provide 
administrative  services  or  cost-plus  coverage,  and  therefore 
are  not  subject  to  a  premium  tax.   While  BCBS'  witness,  Mr. 
Rubinstein,  stated  that  administrative  services  and  cost-plus 
coverage  are  not  subject  to  the  tax,  BCBS  has  not  adequately 
supported  its  assertion  that  the  majority  of  its  competitors' 
business  falls  in  this  category.   The  exemption  from  premium 
taxes  is  a  bigger  advantage  for  small  groups  than  the  group 
conversion  charge.   I  therefore  am  not  persuaded  by  BCBS' 
argument  that  it  reaps  no  benefit  from  the  statutory 
exemption.   I  also  note  that  groups  make  decision  based  on  many 
factors,  of  which  retention  is  only  one. 
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Ability  to  obtain  discounts 

The  AG  argues  that  BCBS  obtains  a  competitive  advantage 
over  commercial  insurers  through  its  hospital  discounts.   He 
points  out  that  for  acute  hospitals,  BCBS  pays  93.02  percent  of 
charges,  and  based  on  FY  1990  total  incurred  charges  of  $1,278 
million,  BCBS  reaps  a  substantial  benefit  through  this 
discount.   Additionally,  for  non-acute  hospitals  BCBS  receives 
discounts  averaging  25  percent.   The  total  non-acute  hospital 
charges  were  $11  million  for  1990. 

BCBS  claims  that  because  its  major  competitors  (HMOs  and 
PPAs)  are  also  able  to  obtain  discounts  for  services,  the 
discounts  obtained  in  provider  contracts  are  not  relevant.   The 
AG  argues  that  based  on  the  volume  of  business  insured  by  BCBS, 
the  differential  BCBS  obtains  gives  it  a  competitive  advantage, 
notwithstanding  that  hospital  discounts  negotiated  by  certain 
competitor  carriers  are  typically  the  same  or  higher  than  BCBS 
discounts.   With  respect  to  physician  discounts,  the  AG  argues 
that  the  evidence  shows  that  although  the  discounts  are  roughly 
in  the  same  range,  approximately  20  to  35  percent  for  BCBS  and 
15  to  30  percent  range  for  competitors,  again  BCBS  benefits 
with  a  greater  volume  of  business.   Although  I  do  not  rely  on 
the  AG's  argument  that  increased  business  volume  gives  BCBS  an 
advantage  despite  lower  discounts  than  those  available  to 
competitors,  I  note  that  even  with  its  reduction  in  market 
share,  BCBS  still  retains  over  71  percent  of  the  indemnity. 


-  91  - 

market  in  Massachusetts. 

BCBS  has  not  demonstrated  that  its  competitors  are  able  to 
obtain  discounts  significantly  larger  than  those  it  obtains,  or 
that  this  is  an  area  in  which  it  is  disadvantaged.   I  note  that 
discounts  in  claims  costs  for  ..large  groups  are  a  more 
significant  source  of  savings  than  retention  levels, 
particularly  where  claims  represent  the  vast  majority  of  total 
health  plan  costs. 

Based  on  the  record,  I  am  not  persuaded  that  the 
disadvantage,  if  any,  that  BCBS  suffers  by  having  to  impose  a 
group  conversion  subsidy  charge  on  its  group  plans  outweighs 
the  statutory  advantages  it  obtains. 

Changes  to  Chapter  23 

Both  the  AG  and  the  SRB  urge  me  to  disapprove  any  change 
in  the  group  conversion  subsidy  until  the  status  of  Chapter  23 
is  resolved  by  the  Legislature.   The  AG  points  out  in  his  brief 
that  the  current  BCBS  hospital  provider  agreement  will 
terminate  September  30,  1991,  and  therefore  only  one  month  of 
the  rate  year  will  be  under  the  current  contract.   He  also 
notes  that  the  current  hospital  reimbursement  provisions  of 
Chapter  23  expire  on  that  date.   There  was  testimony  during  the 
hearing  concerning  the  possible  successor  legislation  to 
Chapter  23;  however  at  the  time  of  this  decision  no  such 
successor  legislation  has  been  enacted.   The  AG  attempted  to 
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present  testimony  that  such  legislation  may  enable  BCBS  to 
contract  more  freely  than  it  can  now  with  hospitals  for 
services.   He  asserts  that  if  this  legislation  were  adopted, 
BCBS  could  receive  higher  discounts  through  selective 
contracting  which  would  be  reflected  in  lower  claims 
experience.   Therefore,  he  argues,  I  should  refrain  from  making 
any  radical  change  in  the  operation  of  BCBS'  regulated  lines  at 
this  time.   Similarly,  the  SRB  argues  that  the  successor 
legislation  to  Chapter  23  will  likely  permit  BCBS  to  utilize 
its  market  strength  of  71.8  percent  of  the  indemnity  market 
while  contracting  freely  with  individual  hospitals  throughout 
the  state,  thereby  enhancing  BCBS'  ability  to  compete.   Thus, 
it  argues  now  is  an  especially  poor  time  to  eliminate  the  group 
conversion  subsidy. 

I  agree  with  BCBS  that  there  is  nothing  in  the  record  that 
would  permit  me  to  determine  the  outcome  of  the  legislative 
activity  currently  taken  place.   However,  I  am  aware  that  there 
are  discussions  and  negotiations  ongoing  at  the  legislative 
level.   Further,  according  to  the  testimony  of  Mr.  Habteh-Yimer 
of  the  RSC,  the  current  version  of  Chapter  23  will  expire  by 
its  terms  on  September  30,  1991.   Therefore,  I  am  unable  to 
infer  that  the  current  state  of  affairs  will  continue  either, 
but  rather  infer  that  the  ability  of  BCBS  to  contract  with 
providers  is  open  to  a  variety  of  possible  outcomes  which  may 
affect  its  ability  to  compete.   Because  the  situation  is 
unknown,  I  agree  with  the  SRB  and  the  AG  that  deferring  a  major 
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departure  from  current  practice  until  more  is  known  is  the 
wiser  course  to  take. 

Additionally,  as  the  SRB  notes  in  its  reply  brief,  in  the 
1975  Decision,  Commissioner  Stone  was  reluctant  to  add  to  the 
hardship  of  displaced  workers  by  charging  them  more  than  the 
rates  charged  to  other  nongroup  members.   The  Commissioner 
considered  the  exits  from  the  group  plans  to  nongroup  should  be 
considered  as  another  cost  of  operating  a  group  plan. 

As  the  AG  notes  in  his  brief,  there  is  no  consensus  in  the 
health  care  community  as  to  the  future  of  Chapter  23,  the 
Universal  Health  Care  Law.   The  AG  points  out  that  the  group 
conversion  subsidy  plays  an  important  part  in  BCBS'  role  as  the 
insurer  of  last  resort  in  the  Commonwealth.   He  states  that  the 
rates  for  the  majority  of  nongroup  subscribers  will  be 
unaf f ordable,  and  notes  that  the  increase  of  8  percent  for  the 
group  conversion  subscribers  over  the  general  requested  rate 
increase  of  32.8  percent  will  make  rates  unaffordable  for 
subscribers.   He  argues  that  eliminating  the  subsidy  will 
simply  increase  the  numbers  of  individuals  who  will  be 
uninsured,  and  that  because  the  future  of  the  Universal  Health 
Care  law  is  uncertain,  the  subsidy  should  not  be  eliminated. 

Relative  costs  of  group  and  nongroup  coverage 

In  support  of  the  elimination  of  the  group  conversion 
subsidy,  BCBS  raises  several  arguments  concerning  the  changes 
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in  the  insurance  marketplace.   First  BCBS  contends  that  group 
health  insurance  is  no  longer  less  expensive  than  nongroup 
coverage.   Therefore,  it  claims,  group  subscribers  are  no 
longer  in  the  position  to  subsidize  the  convertees .   BCBS  also 
notes  that  the  number  of  its  group  subscribers  has  decreased  in 
recent  years,  thereby  increasing  the  relative  burden  of  the 
group  conversion  subsidy  on  the  group  population. 

I  note  that  the  1975  Decision  stated  that  in  1975  the 
nongroup  rates  were  higher  than  "equivalent"  group  rates. 
Decision  on  1975  Rates  at  4.   However,  BCBS  has  not 
demonstrated  on  this  record,  beyond  a  general  statement  to  that 
effect,  that  its  group  rates  offering  equivalent  benefits  are 
now  more  costly  than  the  nongroup  rates.   It  is  incumbent  on 
BCBS  to  demonstrate  that  its  group  plans  do  not  offer  richer 
benefits  than  nongroup  and  that  the  plans  are  comparable. 
Therefore  on  this  record  BCBS'  argument  cannot  prevail. 
Further,  even  though,  as  BCBS  argues,  the  numbers  of  group 
subscribers  has  decreased  in  recent  years,  as  the  AG  points 
out,  the  total  number  of  group  subscribers  to  support  the  group 
conversion  subsidy  remains  substantial. 


COBRA 


BCBS  argues  that  the  implementation  of  the  extension  of 
group  benefits  through  the  Consolidated  Omnibus  Budget 
Reconciliation  Act  of  1986  (COBRA)  offers  an  alternative  to 
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group  subscribers  that  renders  the  group  conversion  option 
unnecessary.   The  SRB  disagrees,  on  the  ground  that  the 
benefits  mandated  by  COBRA  are  not  available  to  employer  groups 
of  20  employees  or  fewer.   The  convertees  in  those  groups  will 
have  no  alternative  but  to  select  nongroup  coverage.   Further, 
as  the  SRB  notes,  COBRA  benefits  last  only  18  to  36  months 
depending  upon  the  qualifying  condition,  and  the  nongroup 
subscribers  have  needed  the  conversion  option  for  longer 
periods,  citing  the  testimony  of  Ms.  Rosenblatt  that  statistics 
showed  the  median  duration  for  subscribers  active  in  1988  was 
3  8  months. 

To  show  that  COBRA  has  not  alleviated  the  need  for  group 
conversion  coverage,  the  SRB  points  out  that  the  group 
conversion  population  is  increasing  rather  than  shrinking, 
demonstrating  that  COBRA  and   state  continuation  of  benefit 
laws  are  insufficient  to  address  the  coverage  needs  of  those 
who  lose  group  coverage.   BCBS  disputes  that  contention, 
claiming  that  COBRA  has  not  had  its  intended  effect  of  reducing 
the  group  conversion  business  because  BCBS'  nongroup  prices 
have  been  artificially  depressed  to  health  statement  levels,  so 
that  no  one  would  choose  to  pay  the  higher  group  rates 
associated  with  the  coverage  that  COBRA  makes  available. 
However,  BCBS  provided  no  evidence  to  substantiate  this 
assertion. 

BCBS'  argument  that  the  nongroup  plans  are  selected  on  the 
basis  of  price  alone  is  unpersuasive,  especially  without 
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adequate  record  support  that  the  group  benefits  are  comparable 
to  the  nongroup  benefits.   In  any  event,  the  fact  that  people 
would  choose  nongroup  coverage  on  the  basis  of  lower  prices  is 
not  a  reason  to  dispense  with  the  group  conversion  subsidy.    I 
agree  .with  the  SRB  that  for  the  population  not  protected  by 
COBRA,  the  nongroup  conversion  option  is  essential,  especially 
during  the  recessionary  period  Massachusetts  is  experiencing. 
Accordingly,  the  institution  of  COBRA  is  not  a  basis  for 
abandoning  the  group  conversion  subsidy.   Additionally,  the 
fact  that  the  number  of  group  convertees  has  increased  while 
the  BCBS  group  population  has  decreased  shows  the  need  for 
group  conversion  coverage. 

Treatment  of  PPAs 

BCBS  also  argues  that  the  precedent  for  abandoning  the 
policy  of  the  group  conversion  subsidy  was  established  when  the 
Division  approved  rates  for  BCBS'  PPA  conversion  product 
without  a  group  conversion  subsidy.   It  asks  that  the  Division 
now  extend  this  policy  to  all  group  conversion  subscribers. 
The  SRB  disagrees,  and  points  out  that  under  G.L.  c.  176A,  § 
10A  and  c.  1761,  §  11,  organizations  that  establish  or  operate 
PPAs,  including  BCBS,  must  pay  premium  taxes  on  their  PPA 
business,  unlike  the  tax  liabilities  that  apply  in  connection 
with  BCBS'  other  insured  group  business.   Additionally,  BCBS' 
PPAs  do  not  benefit  from  the  statutory  hospital  discounts  • 
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afforded  its  other  insured  business.   See  St.  1988,  c.  23. 
Therefore,  BCBS  is  treated  with  respect  to  its  PPA  business 
like  any  other  insurer,  and  does  not  receive  the  benefit  of 
statutory  discounts  or  preferences.   Hence,  the  SRB  argues,  the 
lack. of  a  group  conversion  subsidy  in  the  PPA  context  has  no 
precedential  effect  here.   BCBS  introduced  no  evidence 
describing  the  Division's  position  concerning  the  group 
conversion  subsidy  for  BCBS'  PPA  business,  nor  has  it  shown 
that  the  circumstances  surrounding  PPA  group  conversions  are 
comparable  to  those  here.   In  view  of  the  substantial  statutory 
and  other  differences  between  PPAs  and  BCBS'  other  insured 
business,  and  for  the  reasons  articulated  by  the  SRB,  I  agree 
with  it  that  the  position  of  the  Division  taken  with  respect  to 
PPAs  is  inapplicable  here. 

The  changes  in  COBRA  legislation  do  not  warrant  abandoning 
the  subsidy.   By  contrast  the  pendency  of  legislation  to 
replace  Chapter  23  suggest  that  even  if  eliminating  the  subsidy 
might  be  appropriate  at  some  time,  this  rate  year  is  not  the 
right  time.   Finally,  BCBS'  current  market  share  in  the 
relevant  market,  while  less  than  previously,  remains 
substantial,  if  not  dominant,  and  therefore,  BCBS  has  not 
demonstrated  that  it  is  currently  in  need  of  the  relief  it  is 
seeking.   To  ask  the  nongroup  subscribers  to  take  on  the  burden 
of  an  additional  "rate  shock"  to  use  the  words  of  BCBS'"  own 
witness,  on  top  of  the  roughly  33  percent  increase  BCBS  seeks 
for  the  health  statement  subscribers  is  not  reasonable  on  this 
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record.   As  the  SRB  stated  in  its  brief,  the  better  course  is 
to  bring  the  health  statement  rates  to  an  adequate  level, 
including  a  reasonable  contribution  to  reserves. 

Future  Rate  Filing 

I  have  disapproved  BCBS'  proposal  to  reduce  this  year,  and 
ultimately  eliminate,  the  group  conversion  subsidy.   As  noted 
above,  the  record  does  not  support  elimination  of  this  subsidy, 
either  for  competitive  reasons  or  because  the  public  policy 
purposes  served  by  the  subsidy  have  been  adequately  addressed 
by  other  means.   Since  BCBS  groups  and  group  members  derive  a 
benefit  from  the  ability  of  group  members  to  convert  to 
nongroup  coverage  without  waiting  periods  or  limitations  on 
preexisting  conditions,  it  is  appropriate  that  the  groups  share 
the  cost  of  that  benefit. 

I  note,  however,  that  the  group  conversion  members  are 
permanently  classified  as  group  convertees,  and  continue  to  be 
subsidized,  regardless  of  the  length  of  time  they  are  enrolled 
as  nongroup  members.   While,  on  this  record,  the  current 
average  length  of  enrollment  for  group  conversion  members  is  38 
months,  many  members  are  enrolled  for  much  longer  periods  of 
time.   I  note  Ms.  Rosenblatt's  statement  that  group  conversion 
experience  is  considered  worse  because  it  was  expected  to  be 
short  term  but  it  is  long  term  for  many  subscribers.   Although 
I  believe  some  group  conversion  subsidy  is  appropriate,  there 
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is  a  legitimate  question  about  the  appropriateness  of  requiring 
that  group  conversion  members  be  subsidized  indefinitely  by 
BCBS  group  accounts. 

With  that  in  mind,  BCBS  may  wish  to  consider  proposing  in 
a  future  year's  rate  filing  a  plan  by  which  group  conversion 
subscribers  who  remain  in  the  nongroup  population  for  an 
extended  period  of  time  share  the  responsibility  for  the 
additional  cost  of  their  coverage.   One  possible  way  of 
addressing  this  issue  would  be  to  set  the  subsidy  equal  to  the 
amount  necessary  to  subsidize  group  convertees  for  a  certain 
number  of  years  after  converting  to  nongroup.   Since  health 
statement  restrictions  apply  for  three  years,  I  suggest  that 
this  length  of  time  might  be  an  appropriate  period.   If  BCBS 
chooses  to  pursue  this  alternative  in  a  future  year's  rate 
filing,  any  such  filing  should  also  address  the  deficiencies 
made  in  this  year's  filing,  in  the  areas  of  retention 
differentials,  factors  involved  in  any  such  differentials, 
information  concerning  the  effect  of  the  successor  to  Chapter 
23,  continuing  trends  in  selection  of  COBRA  and  nongroup 
coverage,  and  other  factors  that  BCBS  considers  to  be  relevant, 
as  well  as  the  methodology  for  rating  the  group  conversion 
population. 
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G.   Proposed  Phase-out  of  Group  Conversion  Subsidy 

In  its  filing,  BCBS  has  requested  an  8  percent  incremental 
increase  for  group  conversion  subscribers  for  this  rate  year, 
as  part  of  a  three  year  "phase-out"  of  the  group  conversion 
subsidy.   It  claims  that  the  experience  differential  between 
group  conversion  subscribers  and  health  statement  subscribers 
is  over  20  percent,  or  nearly  24  percent,  and  proposes  a 
gradual  increase  to  avoid  "rate  shock"  to  subscribers.   BCBS 
proposes  therefore  to  gradually  increase  the  differential  over 
three  years  until  the  subsidy  is  eliminated.   BCBS'  witness  Ms. 
Rosenblatt  explained  that  she  plans  to  examine  the  relationship 
between  group  conversion  experience  and  health  statement 
experience  next  year,  and  to  evaluate  the  appropriate 

incremental  increase  to  apply  in  next  year's  rate  filing  in 

19 
light  of  that  experience. 

The  SRB  objects  to  BCBS'  use  of  a  24  percent  rate 

differential  for  health  statement  and  group  conversion 

subscribers.   It  also  objects  to  BCBS'  basing  the  group 

conversion  rate  on  the  entire  health  statement  rate  including 

the  expense  portion.   The  SRB's  witness,  Mr.  Lonsdale,  stated 

that  the  experience  trends  of  the  group  conversion  subscribers 

and  the  health  statement  subscribers  were  not  the  same 


19  Since  I  am  disapproving  the  proposed  elimination  of  • 
the  group  conversion''  subsidy,  the  methodology  for  phasing-in 
the  elimination  need  not  be  reached.   However,  as  guidance  for 
BCBS  in  the  event  of  a  proposal  in  its  next  rate  filing,  I 
shall  address  the  parties'  arguments. 
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historically,  and  could  not  be  expected  to  be  the  same  in  the 
rate  year.   Because  in  recent  years  the  group  conversion  trend 
was  lower  than  the  health  statement  trend,  and  because  of 
year-to-year  differences,  Mr.  Lonsdale  stated  that  use  of  the 
"constant  relationship"  of  24  percent,  as  BCBS  advocated,  would 
lead  to  an  overestimate  of  the  group  conversion  rate. 
Accordingly,  the  SRB  argues,  a  phase-in  of  one  third  of  that 
differential  would  also  be  excessive.   Mr.  Lonsdale  testified, 
"If  you  start  off  with  a  rate  that's  too  high  to  begin  with, 
then  one-third  of  the  rate  is  going  to  be  too  high  also." 

The  SRB  asserts  that  instead,  BCBS  should  develop  a 
separate  group  conversion  rate  based  on  group  conversion 
experience  alone.   It  claims  that  BCBS'  projection,  based  on  a 
ratio  drawn  from  a  comparison  of  health  statement  and  group 
conversion  aggregate  experience  in  1989  and  1990,  is  an 
oversimplified,  skimpily  supported  "guesstimate",  and 
constitutes  insufficient  evidence  to  demonstrate  that  the 

projected  8  percent  incremental  difference  this  year  is  within 

20 
the  range  of  reasonableness. 


20  For  the  same  reason,  the  SRB  objects  to  the 
methodology  used  by  BCBS  in  its  conversion  rate  development  for 
indemnity  contract  holders  and  for  Preferred  Provider 
Arrangement  (PPA)  convertees.   It  states  that  for  indemnity 
contract  holders,  BCBS  also  "ball-parked"  its  recommended  8 
percent  rate  increase  based  upon  the  recent  experience  ratio 
between  the  health  statement  population  and  the  main  group 
conversion  pool.   As  stated  later  in  this  decision,  I  am 
disapproving  the  elimination  of  the  group  conversion  subsidy 
for  indemmnity  confe-r'act  holders  for  the  same  reason  that  I  have 
disapproved  it  for  Managed  Major  Medical  subscribers.   The 
proposed  rate  development  methodology  for  the  PPA  convertees  is 
addressed  later  in  this  decision. 
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Because  BCBS  used  gross  ratios  between  the  health 
statement  population  and  the  group  conversion  population  and 
did  not  use  the  full  analysis  that  the  SRB  recommends  be  used 
to  develop  a  rate  for  these  group  conversion  populations,  the 
SRB  contends  BCBS  has  not  furnished  sufficient  evidence  from 
which  to  determine  the  reasonableness  of  the  proposed  rate 
increase.   It  therefore  recommends  that  the  conversion  rates 
for  MMM  group  convertees,  for  indemnity  product  convertees  and 
for  PPA  convertees  be  disapproved. 

The  SRB  further  argues  that  the  proposed  group  conversion 
subsidy  rate  is  erroneously  based  on  increasing  the  entire 
health  statement  rate  including  the  expense  portion.   In 
deriving  the  proposed  rate  for  group  conversion  subscribers, 
BCBS  applied  the  8  percent  first  year  increase  to  the  total 
gross  health  statement  premium  instead  of  the  health  statement 
pure  premium.   Mr.  Lonsdale  pointed  out  that  this  procedure  was 
inconsistent  with  BCBS'  retention  calculation  elsewhere  in  the 
filing  and  has  the  effect  of  allocating  more  expenses  to  the 
conversion  policies  solely  because  they  have  a  higher  premium. 
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The  SRB  correctly  points  out  that  Ms.  Rosenblatt  did  not 
deny  that  this  procedure  was  incorrect.   The  SRB  therefore 
asserts  that  Ms.  Rosenblatt's  method  would  lead  to  excessive 
rates,  and  it  requests  that  this  rate  be  disapproved. 

In  support  for  using  only  a  a  rough  estimate  this  year, 
BCBS  responds  that  it  has  not  intended  to  offer  the  8  percent 
factor  as  an  actuarially  derived  projection.   Ms.  Rosenblatt 
stated  it  was  done  "to  keep  things  simple,  particularly  in 
describing  what  we  were  attempting  to  do  to  non-technical 
people,  we  thought  the  easiest  thing  to  do  would  be  to  just 
take,  well,  25  divided  by  3  is  roughly  8  percent,  and  that's 
the  increase."   BCBS  contends  that  the  SRB ' s  criticisms  are  not 
relevant  this  year  in  any  event  because  the  proposal  this  year 
cannot  result  in  excessive  rates  for  group  conversion 
subscribers.   It  notes  the  testimony  of  the  SRB ' s  witness,  Mr. 
Lonsdale  that  M[t]he  108  percent  rate  level  would  be  an 
inadequate  rate  for  Group  Conversion  subscribers  if  you  were 
going  to  eliminate  the  subsidy."   Rather,  BCBS  argues,  such 
criticisms  are  more  appropriate  in  later  years  of  the  phase-in, 
when  group  conversion  rates  are  closer  to  adequacy. 

I  agree  with  the  SRB  that  BCBS'  proof  of  the  amount  of  the 
rate  increase  allocable  to  the  group  conversion  subscribers  is 
sketchy  and  inadequate.   Even  though  BCBS  is  not  seeking  to 
eliminate  the  entire  subsidy  this  year,  a  more  precise 
determination  of  the  group  conversion  experience  is  necessary 
to  evaluate  the  differential  between  the  experience  of  the. 
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group  conversion  and  the  health  statement  populations. 
Similarly,  rather  than  offer  a  "rough"  8  percent,  the  filing 
should  accurately  reflect  the  percentage  increase  in  pure 
premium  intended  by  the  proposal. 

Accordingly,  if  BCBS  determines  that  the  average  length  of 
coverage  for  group  conversion  subscribers  is  significantly 
longer  than  the  period  for  which  those  subscribers  obtain  the 
advantage  of  freedom  from  health  statement  restrictions,  and  it 
submits  a  proposal  for  a  modification  of  the  group  conversion 
subsidy  in  a  future  rate  filing,  it  should  be  prepared  to 
describe  accurately  the  experience  of  the  group  conversion 
subscribers  the  rate  is  intended  to  reflect,  as  well  as  the 
amount  of  the  rate  increase  proposed. 

In  addition,  any  proposal  should  describe  in  more  detail 
the  method  by  which  BCBS  intends  to  determine  the  rate 
increments  for  all  rate  periods  during  any  proposed  phase-in 
period. 
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H.   Preferred  Provider  Arrangement  Conversion  Rate 

This  year  BCBS  seeks  a  composite  81.5  percent  increase  in 
its  rate  for  nongroup  subscribers  who  convert  from  group 
Preferred  Provider  Arrangements  (PPAs)  to  the  nongroup  Managed 
Major  Medical  product.   BCBS  states  that  the  rate  request, 

represents  an  annual  premium  increase  of  $16,000,  is  the  first 

21 
increase  for  these  subscribers  since  November  1,  1989    and 

represents  an  average  annual  increase  of  38.4  percent. 

Additionally  it  states  that  24  percent  of  the  requested 

increase  represents  the  elimination  of  the  group  conversion 

subsidy.   BCBS  states  that  there  are  only  a  few  subscribers 

currently  enrolled  in  this  program.   It  therefore  used  the 

Managed  Major  Medical  health  statement  rates  as  the  basis  for 

the  rate  calculation,  and  applied  a  factor  to  recognize  the 

variance  between  group  conversion  and  health  statement 

experience,  BCBS  using  the  average  ratio  based  upon  a 

comparison  of  health  statement  and  group  conversion  non-PPA 

type  benefit  experience  over  a  two  and  one-half  year  period. 

The  SRB  claims  that  the  use  of  ratios  drawn  from  the 

comparisons  of  past  group  conversion  and  health  statement 

experience  provides  an  inadequate  basis  of  support  for  this 

rate,  for  the  same  methodological  grounds  it  gave  for  objecting 


21  In  its  filing  BCBS  incorrectly  stated  that  the  request 
is  the  first  increase  since  November  of  1990,  however,  based  on 
BCBS*  estimated  average  annual  increase  stated,  I  infer  it 
meant  to  state  November  1,  1989. 
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to  the  calculation  of  the  Managed  Major  Medical  group 
conversion  rate. 

Based  on  the  record,  I  find  that  it  is  unfair  and  excessive 
to  increase  the  rates  for  several  people  by  this  large  amount 
in  one  year.   I  note  that  $16,000  represents  an  average  rate 
increase  of  $1600  per  person  for  the  ten  members  in  this 
class.   BCBS  could  have  requested  an  increase  in  the  rate 
earlier  to  avoid  the  rate  shock  that  the  approval  of  this 
request  would  cause.   Since  there  are  only  10  members  in  this 
class,  I  would  find  it  reasonable  for  BCBS  to  include  these 
members  in  its  Managed  Major  Medical  group  conversion 
population  for  rating  purposes,  as  it  can  more  easily  absorb 
the  incremental  cost  of  their  experience. 

For  future  convertees,  I  find  BCBS  has  not  shown  the 
proposed  methodology  and  rate  to  be  reasonable,  for  the  same 
reasons  that  the  SRB  noted  that  BCBS'  rating  of  the  Managed 
Major  Medical  group  conversion  class  is  deficient. 
Additionally,  I  note  that  since  BCBS  is  completely  eliminating 
the  PPA  group  conversion  subsidy,  the  imprecision  it  its 
calculations  that  it  explained  by  noting  that  the  subsidy  was 
being  phased  out,  is  even  less  excusable  here.   I  note  that  the 
current  PPA  class  is  too  small  to  be  credible.   Therefore,  for 
the  purposes  of  any  revised  rate  filing,  and  until  the  point 
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that  the  PPA  conversion  group  becomes  credible  to  be  rated  on 
its  own  experience  to  some  extent,  I  would  approve  a 
methodology  that  based  the  rate  for  new  convertees  upon  the 
group  conversion  experience,  submitted  in  a  revised  rate  filing 


-  108  - 
I .   Indemnity  Plans 

This  year  BCBS  has  requested  a  composite  rate  increase  for 
its  indemnity  plans.   Neither  the  SRB  nor  the  AG  objects  to  the 
rate  increase  for  the  health  statement  population.   For  the 
reasons  stated  in  its  argument  concerning  the  Managed  Major 
Medical  product,  the  SRB  objects  to  the  establishment  of  a 
separate  group  conversion  rate  for  this  product.   Accordingly  I 
will  approve  the  rates  requested  for  the  health  statement 
subscribers.   However,  for  the  reasons  stated  with  respect  to 
the  Managed  Major  Medical  product,  the  rates  requested  for  the 
group  conversion  subscribers  are  disapproved.   I  would  approve 
as  within  the  range  of  reasonableness  a  rate  for  group 
conversion  subscribers  that  is  the  same  as  the  approved  rate 
for  health  statement  subscribers. 


-  109  - 
J.   Special  Class  Group  Conversions 

This  year  BCBS  seeks  approval  of  a  separate  Managed  Major 
Medical  rate  for  persons  who  were  included  in  BCBS'  Chamber  of 
Commerce  and  Business  association  groups  in  the  past  in 
violation  of  BCBS  group  underwriting  rules.   According  to  BCBS, 
prior  to  undertaking  audits  of  the  records  of  these  groups,  it 
offered  those  group  members  who  violated  its  underwriting 
rules,  and  who  identified  themselves,  the  opportunity  to  obtain 
nongroup  coverage.   The  alternative  for  those  individuals  found 
ineligible  by  audit  would  be  termination  of  their  group 
coverage  with  the  opportunity  to  apply  for  nongroup  coverage 

subject  to  health  statement  restrictions.   BCBS  asserts  that 

22 
the  Division  approved  this  practice. 

Now,  BCBS  seeks  to  establish  a  new  nongroup  rate  for  all 

individuals  who  were  ineligible  group  members  and  who  either 

already  converted  to  nongroup  or  will  convert  to  nongroup  in 

the  future  (special  convertees) .   Its  proposed  rates  represent 

an  increase  of  164.6  percent  of  the  current  Managed  Major 


22  The  record  contains  no  specific  information  concerning 
the  extent  of  the  Division's  approval  of  this  practice. 
Therefore,  BCBS  has  not  demonstrated  that  the  practice  it 
claims  was  approved  by  the  Division  is  comparable  to  that  for 
which  it  now  seeks  approval.   In  addition,  BCBS  did  not  testify 
or  demonstrate  that  the  Division  approved  its  proposed  rating 
methodology  for  those  group  convertees. 
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Medical  individual  and  two-party  nongroup  rates  and  148.2 
percent  of  the  family  rate.   Both  the  AG  and  the  SRB  oppose  the 
establishment  of  this  separate  rate  category  and  the  proposed 
rate  level  as  being  unfairly  discriminatory  and  excessive. 

In  support  of  the  requested  classification,  BCBS  contends 
that  the  past  claims  experience  of  these  subscribers  was 
extremely  poor  and  that  they  were  group  members  because  of 
their  need  for  coverage  of  medical  expenses,  despite 
ineligibility.   BCBS  cited  as  a  typical  example,  a  former 
employee  who  left  work  because  of  disability  or  illness  and 

remained  a  group  member  after  terminating  employment  even 

23 
though  no  longer  eligible. 

BCBS  intends  to  extend  the  rate  to  persons  revealed  to  be 
ineligible  group  members  through  future  audits,  and  expects  the 
number  of  special  convertees  to  reach  a  total  of  2,000  to  3,000 
individuals . 

BCBS  stated  that  once  it  decided  to  offer  continuing 
nongroup  coverage  to  the  ineligible  group  members,  it  decided 
to  calculate  the  rates  for  these  individuals  on  the  basis  of 
their  own  prior  experience  as  group  members,  adjusted  to  their 
new  level  of  benefits  under  the  Managed  Major  Medical  coverage. 


23  BCBS'  evidence  that  the  experience  of  these  members  is 
poor  consists  of  anecdotal  reports.   BCBS  did  not  otherwise 
demonstrate  the  special  convertees'  experience  is  worse  than 
that  of  the  group  conversion  population  in  general,  nor 
evidence  of  the  degree  of  any  differential. 
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Ms.  Rosenblatt  testified  that  BCBS  calculated  the  rate 
based  on  328  individuals  who  already  are  special  convertees. 
To  calculate  the  pure  premium  for  the  special  class,  BCBS  used 
one  year  of  claims  experience  for  the  328  subscribers.   In 
support  of  her  methodology,  Ms.  Rosenblatt  testified  that  BCBS 
has  38  groups  in  the  range  of  300  to  350  subscribers.   She 
considers  those  groups  credible  enough  to  be  experience  rated, 
and  states  that  328  constitutes  a  credible  population  size.   I 
note  that  Ms.  Rosenblatt  did  not  assert  that  BCBS  considers  a 
group  this  size  to  be  fully  credible,  and  did  not  indicate 
whether  it  is  BCBS'  practice  to  base  rates  for  such  groups  only 
on  the  group's  own  experience  or  to  use  a  combination  of  that 
experience  and  a  larger  experience  base  of  a  comparable 
population. 

The  AG  argues  that  the  rate  proposed  for  the  special  class 
is  based  on  a  methodology  that  does  not  produce  a  credible 
rate.   Since  it  is  requesting  a  special  nongroup  rate  for  them, 
BCBS  determined  this  group  to  have  worse  experience  than  the 
group  conversion  subscribers.   The  AG  contends  that  the 
proposed  special  class  rates  exhibit  problems  inherent  in 
rating  small  groups,  noting  that  insurance  rates  rise 
dramatically  in  small  groups  whenever  one  subscriber  has  a 
serious  illness,  whereas  in  a  larger  group  the  costs  of  high 
risk  individuals  are  spread  over  more  subscribers.   I  note  that 
the  SRB's  witness,  Mr.  Lonsdale,  disputed  Ms.  Rosenblatt's 
contention  that  the  328  individuals  constitute  a  sufficiently 


-  112  - 

credible  group,  asserting  that  the  special  class  conversion 
rate  would  likely  result  in  an  excessive  rate,  because  it  is 
based  on  a  limited  group  experience  and  anecdotal 
characterizations  of  the  special  class  population. 

The  AG  further  argues  that  one  year  of  claims  experience 
is  insufficient  to  produce  a  credible  rate,  especially  in  this 
situation,  in  which  some  members  of  the  pool  may  have  severe 
medical  problems.   He  states  that  it  is  critical  that  a  longer 
period  of  claims  experience  data  be  used  to  establish  the 
rates.   He  also  argues  that  because  of  the  severe  medical 
history  of  certain  special  convertees,  which  may  have  distorted 
the  claims  experience  of  the  pool,  the  pool  is  too  small  to 
rate  accurately  using  only  its  own  experience.   Therefore,  he 
claims  the  rates  are  both  excessive,  and  in  reflecting  the 
severe  medical  problems  of  some  members  of  the  population,  they 
discriminate  unfairly  against  subscribers  with  few  or  no 
medical  problems. 

Mr.  Lonsdale  questioned  the  validity  of  calculating  a  rate 
based  on  group  experience  under  a  different  benefit  plan  than 
the  nongroup  Managed  Major  Medical  plan,  since  the  "utilization 
of  services  under  the  group  plans  may  not  be  duplicated  in  the 
future  under  a  non-group  certificate  with  different  co-pays  and 
different  covered  services."   SRB  Filing,  Ex.  20,  at  22. 

The  AG  also  argues  that  since  the  special  class  is 
expected  to  increase  substantially,  the  effect  of  entrants  on 
the  claims  experience  of  the  pool  cannot  be  determined.   He 
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recommends  that  the  rates  for  these  subscribers  be  established 
according  to  the  rates  for  health  statement  subscribers,  but 
that  they  be  allowed  BCBS  coverage  as  group  conversion 
policyholders . 

I  agree  with  the  AG  and  the  SRB  that  the  rating  of  this 
group  contains  methodological  deficiencies  that  impair  the 
validity  of  the  projection.   I  cannot  agree  with  Ms.  Rosenblatt 
that  the  one-year's  worth  of  experience  of  328  individuals 
under  a  benefit  plan  different  than  the  Managed  Major  Medical 
plan  provides  a  reasonable  basis  for  calculating  a  rate  for  up 
to  3/000  members  of  a  special  group  conversion  class.   The 
anecdotal  information  concerning  the  medical  characteristics  of 
certain  members  of  the  group  does  not  support  establishing  the 
rate.   Although  a  group  of  328  may  be  a  partially  credible 
group,  Ms.  Rosenblatt  did  not  argue  that  a  group  this  size  is 
fully  credible.   In  any  event,  I  agree  that  one  year's 
experience  is  an  insufficient  amount  under  these  circumstances. 

Accordingly,  I  must  conclude  that  BCBS  has  not 
demonstrated  that  its  method  of  rating  the  special  class  is  a 
reasonable  one.   BCBS  has  not  demonstrated  that  the  past 
experience  of  the  members  of  the  group  it  has  used  are  a 
sufficient  basis  to  predict  the  experience  of  the  group  and  the 
others  it  intends  to  add  to  the  group  as  a  result  of  audit  and 
other  measures. 

The  SRB  contends  that  the  magnitude  of  the  proposed  rate 
increases  for  the  special  class  compared  to  that  proposed  for 
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the  health  statement  population  demonstrates  that  the  special 
class  convertees  have  been  placed  into  a  classification  that  is 
not  fair  and  reasonable.   I  agree  with  the  SRB  that  if  BCBS 
seeks  such  an  enormous  increase  in  the  rates  for  certain 
subscribers,  it  must  be  prepared  to  demonstrate  in  detail  that 
the  proposed  rate  is  reasonable.   No  such  demonstration  has 
been  made  here. 

The  AG  makes  the  argument  that  the  rates  are  especially 
onerous  because  the  individuals  will  be  paying  their  own 
premiums.   This  argument  has  no  place  in  my  consideration. 
Although  af fordability  is  the  issue  of  most  concern  to 
subscribers,  it  is  not  the  relevant  standard  in  this 
proceeding.   In  reviewing  the  reasonableness  of  the  proposed 
rates,  I  am  bound  to  determine  whether  they  are  reasonable  in 
relation  to  the  benefits  offered,  not  whether  the  rates  will  be 
affordable  to  nongroup  members. 

The  AG  also  points  out  that  those  individuals  with  better 
experience  will  seek  other  coverage  or  go  uninsured,  since  in 
the  absence  of  existing  medical  problems,  it  would  be  better  to 
select  health  statement  coverage.   Yet,  those  with  existing 
medical  problems  will  have  to  keep  BCBS  coverage  or  seek  public 
assistance,  because  they  will  be  unable  to  obtain  alternative 
coverage.   As  a  result,  the  AG  argues,  the  claims  experience  of 
the  pool  will  deteriorate  and  the  rates  increase  next  year. 

BCBS  claims  that  the  current  premiums  of  Chamber  groups 
are  higher  than  current  Managed  Major  Medical  rates;  thus  the 
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effective  rate  increase  for  the  special  convertees  over  the 
prior  group  rates  would  actually  be  less  than  the  increase  BCBS 
has  proposed  for  other  Managed  Major  Medical  subscribers  over 
current  Managed  Major  Medical  rates.   It  asserts  that  since 
many  of  these  subscribers'  premiums  were  not  covered  by 
employers,  they  paid  their  own  premiums  as  group  members,  thus 
suggesting  that  since  these  individuals  will  feel  the  increase 
less  than  their  nongroup  counterparts,  the  rate  proposed  is  not 
unreasonable.   I  cannot  agree  with  BCBS.   The  fact  that  the 
group  rates  these  subscribers  have  been  paying  are  higher  than 
the  nongroup  rates,  does  not  demonstrate  the  reasonableness  of 
the  proposed  nongroup  rate  offered  to  the  special  convertees. 
Furthermore,  BCBS  has  not  demonstrated  that  the  benefits 
available  to  group  subscribers  under  the  more  costly  plans  are 
comparable  to  those  under  the  nongroup  plan.   Therefore, 
although  BCBS  states  the  increase  these  subscribers  would  incur 
is  not  as  substantial  as  that  proposed  for  current  nongroup 
members,  if  the  increase  is  accompanied  by  a  benefit  decrease, 
the  relative  cost  is  still  greater  than  that  asserted  by  BCBS. 
Additionally,  this  argument  still  fails  to  address  the  question 
of  whether  the  nongroup  rate  offered  to  the  special  convertees 
is  reasonable  in  itself. 

In  contending  that  the  proposed  special  class  is  unfair 
the  SRB  makes  several  arguments  that  BCBS  has  not  answered. 
The  SRB  states  that  it  is  unfair  to  treat  persons  who  were 
unwittingly  ineligible  for  group  coverage  the  same  as  those 
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members  who  knowingly  took  advantage  of  the  group 

24 
coverage.     It  also  points  out  that  BCBS  is  seeking  to 

impose  a  significant  rate  increase  on  these  persons  after 

persuading  them  to  identify  themselves.   Nothing  in  the  record 

indicates . that  these  individuals  were  advised  when  they  were 

asked  to  identify  themselves  that  BCBS  would  try  to  more  than 

double  their  rates. 

More  importantly,  the  SRB  contends  that  the  reason  that 
the  Chamber  groups  contained  ineligible  members  was  due  to 
BCBS'  own  inadequate  administrative  procedures  and  controls. 
It  notes  Ms.  Rosenblatt's  acknowledgement  that  BCBS  had  not 
really  taken  action  about  Chamber  group  ineligible  members. 

Finally,  the  SRB  takes  issue  with  imposing  such  a  large 
rate  increase  as  a  punitive  measure  for  knowing  violations  of 
BCBS  underwriting  rules. 

I  share  the  SRB ' s  concerns.   That  BCBS  invited  individuals 
to  disclose  their  status,  and  convert  to  nongroup  coverage, 
without  informing  them  that  the  consequence  would  be  an 
enormous  rate  increase  at  a  future  date  constitutes  an 
insufficient  disclosure.   I  agree  with  the  AG  and  the  SRB  that 
BCBS,  in  failing  to  police  its  subscriber  population, 
contributed  to  the  problem  it  is  trying  to  alleviate  now  by 
establishing  this  special  class.   If  BCBS  maintains 
underwriting  guidelines,  it  is  its  own  responsibility  to 


24  It  also  points  out  that  some  people  who  identified 
themselves  in  response  to  the  BCBS  invitation  and  "amnesty' 
offer,  were  actually  eligible  for  group  coverage. 


-  117  - 

enforce  them,  by  refusing  to  admit  certain  individuals  to  the 
group,  or  by  terminating  persons  who  are  no  longer  eligible. 
However,  after  allowing  ineligible  group  members  to  remain  for 
a  substantial  period  of  time  in  a  group,  possibly  foregoing  the 
opportunity  to  receive  other  benefits  for  which  they  were 
eligible,  BCBS  should  not  now  impose  a  substantial  rate 
increase  that  will  likely  have  the  effect,  in  many  cases,  of 
eliminating  these  persons  from  coverage. 

None  of  the  foregoing  is  intended  to  prohibit  BCBS  taking 
appropriate  actions  in  the  cases  of  fraudulent  conduct  on  the 
part  of  subscribers.   In  those  instances,  termination  from 
membership  or  other  sanctions  may  be  entirely  appropriate. 

Finally,  if  in  a  future  rate  year,  BCBS  wishes  to 
establish  a  special  class  for  these  individuals  at  a  higher 
rate,  that  should  be  disclosed  before  they  are  invited  to 
identify  themselves  to  BCBS.   Additionally  they  should  be 
informed  of  the  option  to  take  health  statement  coverage. 
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III .   COST  CONTAINMENT 

A.   Introduction 

Under  Chapter  199  of  the  Acts  of  1984,  G.L.  c.  176A,  §§  6 
and  10  and  G.L.  c.  176B,  §  4,  nongroup  rates  cannot  be  approved 
unless  BCBS  utilization  review  and  cost  containment  activities 
for  nongroup  claims  are  found  to  be  acceptable.   The  burden  is 
on  BCBS  to  make  an  affirmative  showing  on  which  to  base  such  a 
finding.   For  the  reasons  set  forth  below,  I  find  the  cost 
containment  and  utilization  review  activities  of  BCBS  to  be 
sufficient  to  satisfy  its  Chapter  199  obligations  with  respect 
to  this  filing.   However,  BCBS  is  directed  to  undertake  a 
comprehensive  reevaluation  of  its  nongroup  program  to  determine 
how  to  effect  cost  containment  results  through  modification  in 
benefit  design  and  plan  configurations,  as  well  as  though 
traditional  utilization  review  techniques.   In  particular,  BCBS 
is  directed  to  consider  HMOs,  PPAs  and  other  managed  care 
offerings  as  possible  benefit  configurations. 

With  respect  to  this  year's  filing,  prior  Medex  and 
nongroup  rate  decisions  by  the  Division  have  developed  the 
standards  applicable  to  this  determination.   Although  BCBS  is 
not  expected  to  adopt  every  conceivable  cost  containment 
measure,  the  soundness,  scope,  and  adequacy  of  BCBS'  activities 
must  be  judged  and  the  specific  techniques  used  by  BCBS  must  be 
found  acceptable  to  prevent  reimbursement  for  inappropriate 
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services.   In  the  Decision  on  1985  Nongroup  Rates,  the 
Commissioner  described  the  Chapter  199  standard: 

[t]he  standard  of  acceptability  requires 
that  I  judge  the  soundness,  scope  and 
adequacy  of  BCBS  utilization  review  and  cost 
containment  activities.   It  is  not 
sufficient  that  BCBS  demonstrate  that  their 
programs  have  had  or  will  have  an  impact  on 
preventing  reimbursement  for  unnecessary 
medical  care.   I  must  also  find  acceptable 
the  specific  techniques  being  used  by  BCBS 
to  prevent  reimbursement  for  inappropriate 
services....   The  acceptability  of  BCBS 
programs  must  also  be  judged  by  looking  at 
both  the  extent  of  reimbursement  of 
unnecessary  services  and  the  range  of 
available  utilization  review  and  cost 
containment  techniques.   The  scope  and 
results  of  BCBS  programs  must  be  measured 
against  the  opportunities  which  exist  for 
improvement . 

Decision  on  1985  Nongroup  Rates  at  3-4. 

Chapter  199  requires  that  cost  containment  and  utilization 

review  programs  of  BCBS  be  judged  not  only  for  their  impact  on 

the  cost  of  health  care,  but  also  on  their  soundness,  scope  and 

adequacy.   Although  Chapter  199  does  not  permit  me  to  dictate 

specific  features  of  BCBS'  cost  containment  programs,  where  the 

savings  potential  is  decreasing  in  light  of  rapidly  rising 

costs,  the  appropriateness  of  the  cost  containment  program 

bears  directly  on  the  question  of  the  reasonableness  of  the 

rates.   In  determining  acceptability,  my  review  of  the  scope 

and  results  of  BCBS'  cost  containment  and  utilization  review 

programs  must  be  measured  against  the  opportunities  which  exist 

for  improvement  and  the  range  of  available  techniques.   Over 

time,  BCBS  is  expected  to  implement  new  programs  and  improve 
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existing  ones.   Although  I  will  recognize  the  possible 
existence  of  constraints  which  may  limit  its  activities,  BCBS 
is  expected  to  make  a  timely  effort  to  eliminate  such 
impediments . 

The  Attorney  General  raised  a  number  of  objections  to  the 
cost  containment  filing  this  year.   The  remaining  elements  of 
BCBS'  cost  containment  program  were  not  challenged  by  any 
intervenor  this  year.   Accordingly,  on  this  record  I  find  those 
programs  to  be  acceptable  for  this  year. 
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B .   Current  Cost  Containment  Programs 

The  AG  has  raised  several  objections  to  BCBS '  cost 
containment  programs  and  to  the  cost  containment  section  of  the 
BCBS  filing  this  year,  and  asks  that  I  disapprove  the  cost 
containment  filing  this  year. 

Changes  to  Concurrent  Review  and  I CM  Programs 

The  AG  contends  that  the  cost  containment  portion  of  the 
filing  fails  adequately  to  describe  significant  changes  that 
BCBS  made  in  1991  to  the  Concurrent  Review  Program  and  the 
Intensive  Case  Management  (ICM)  Program.   He  complains  that  the 
failure  to  describe  these  changes  in  the  filing  undermines  the 
credibility  of  the  entire  cost  containment  filing. 

Concurrent  Review  Program 

The  AG  points  out  that  BCBS  has  eliminated  on-site  review 
and  discharge  planning  for  70  to  80  percent  of  hospital  stays 
from  the  scope  of  the  Concurrent  Review  Program,  claiming  that 
the  filing  made  only  passing  reference  to  the  use  of  new 
management  information  reports  to  "focus"  concurrent  review 
efforts  and  to  the  reassignment  of  concurrent  review  staff  to 
regional  areas. 

Claiming  that  Dr.  Maltz  testified  that  the  focus  of  the 
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concurrent  reviews  may  be  to  improve  concurrent  reviews, 
discharge  planning  and  ICM  programs,  the  AG  argues  that  Dr. 
Maltz  was  unable  to  estimate  the  extent  of  the  utilization 
review  staff  reductions  and  that  this  omission  from  the  filing 
makes  it  impossible  to  determine  whether  the  changes  are  an 
enhancement  or  simply  a  reduction  in  the  level  of  effort  in  the 
program.   The  AG  expresses  particular  concern,  because,  he 
states,  these  programs  were  the  subject  of  extensive  discovery 
and  cross-examination  at  the  1990  nongroup  hearing.   He 
complains  that  BCBS  is  seeking  approval  of  significant 
reductions  in  the  filing's  size  and  the  amount  of  data  to  be 
included,  when  he  believes  that  the  filing  should  be  improved 
by  offering  more  detail. 

In  disputing  the  AG's  contentions,  BCBS  notes  that  in  its 
filing  BCBS  stated  that  the  methodology  for  improving  the 
concurrent  review  program  was  still  being  developed  and  could 
therefore  not  be  explicitly  described  in  the  filing. 

ICM  Program 

The  AG  also  argues  that  the  filing  fails  adequately  to 
describe  a  major  refocusing  of  the  ICM  program  which  affected 
almost  half  of  the  ICM  cases  in  1990.   Traditionally  the  ICM 
program  incorporated  appropriate  lower  cost  benefits  not 
provided  in  the  nongroup  certificates  to  patients  with  serious 
conditions  involving  lengthy  hospital  stays.   The  AG  argues 
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that  in  1990  BCBS  began  providing  ICM  services  even  in  cases  in 
which  no  extra-contractual  benefits  were  offered,  and  noted 
that  Dr.  Maltz  testified  that  the  number  of  such  cases  is 
expected  to  increase. 

BCBS  points  out  that  the  changes  made  to  the  ICM  program 
were  summarized  in  two  places  in  the  filing,  and  notes  further 
that  in  questions  of  BCBS  witnesses  during  the  Technical 
Conference  (which  are  not  part  of  the  record  of  this  hearing) , 
the  AG's  counsel  evidenced  that  she  was  aware  of  the  changes  to 
the  ICM  program. 

I  agree  with  the  AG  that  BCBS  should  explain  clearly  any 
significant  changes  to  its  cost  containment  programs,  including 
a  description  of  the  anticipated  effects  of  the  changes.   It  is 
true  that  the  description  of  these  proposed  changes  is 
minimal.   However,  I  will  not  make  negative  Chapter  199  finding 
for  this  reason  this  year.   However,  it  is  essential  that  BCBS 
describe  in  detail  changes  to  ongoing  utilization  review 
programs,  results  of  such  programs  and  investigations  of 
developing  new  programs  to  improve  cost  containment  in  the 
future  in  its  cost  containment  filings.   I  caution  BCBS  to  be 
more  forthcoming  with  information  of  this  nature  in  the  future, 
at  the  risk  of  incurring  a  negative  Chapter  199  finding  if  it 
is  not. 


-  124  - 
Cost  to  benefit  ratios 

The  AG  also  contends  that  because  BCBS  did  not  include 
cost  to  benefit  ratios  for  utilization  review  programs  in  the 
filing,  it  has  failed  to  show  that  the  programs  have  a 
"demonstrable  impact"  on  reimbursement  for  medically 
unnecessary  services.   The  AG  argues  that  the  "demonstrated 
impact"  requirement  means  that  BCBS  must  show  that  the  programs 
are  cost  effective  and  save  more  money  than  they  cost  to 
operate,  either  directly  or  indirectly.   He  notes  that  BCBS 
only  provided  this  information  in  response  to  discovery  this 
year,  although  he  had  sought  this  information  in  the  1990 
Nongroup  hearing  and  BCBS  included  it  in  the  1991  Medex  rate 
filing.   The  AG  also  contends  that  the  information,  once 
furnished  by  BCBS,  was  inaccurate,  and  states  that  two  of  the 
programs,  hospital  outpatient  services  and  random  sampling, 
were  not  cost-effective.   He  also  argues  that  two  other 
programs,  cardiac  rehabilitation  review  and  in  vitro 
fertilization  review,  produced  no  measurable  savings  because  no 
claims  were  denied. 

I  agree  with  the  AG  that  this  information  must  be  included 
in  the  filing  and  therefore  direct  BCBS  to  provide  cost  to 
benefit  ratios  for  each  utilization  review  program  where 
feasible  in  future  rate  filings.   This  directive  does  not  mean, 
however,  that  the  cost  effectiveness  of  a  particular  program 
will  be  based  solely  upon  whether  there  are  measurable  savings 
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attributable  to  that  program  in  a  given  year.   Certain  programs 
require  a  period  of  time  to  generate  savings;  other  programs 
save  money  through  their  sentinel  effect.   The  question  of 
whether  the  savings  meet  the  requirement  of  having  a 
demonstrable  impact  on  the  provision  of  services  that  are 
medically  unnecessary  must  be  viewed  as  a  whole. 

Adjustments  to  rate  for  cost  containment  programs 

The  AG  also  contends  that  BCBS  has  not  adequately 
quantified  the  impact  of  recent  innovations  in  established 
utilization  review  programs.   He  notes  that  except  for  the  new 
BHAP  program  all  of  the  explicit  adjustments  to  the  rate 
calculations  for  Chapter  199  programs  appear  in  Schedule  49. 
According  to  BCBS,  savings  from  other  programs  are  inherent  in 
the  ratemaking  data  and  are  reflected  in  the  rates  through  the 
trend  and  projection  factors  applied  to  the  data.   The  AG  takes 
the  position  that  BCBS  has  not  consistently  applied  its 
criteria  for  determining  whether  savings  in  the  historical  data 
will  produce  an  accurate  estimate  of  savings  in  the  rate  year 
when  the  data  are  trended.   In  particular,  he  claims  that  BCBS 
has  seriously  underestimated  the  impact  of  the  introduction  of 
the  MCAP  criteria  for  medical  necessity  and  the  new  focused 
concurrent  review  program  on  hospital  inpatient  cost 
containment  saving.   Thus,  he  contends,  the  proposed  rates  fail 
to  meet  the  requirements  of  Chapter  199,  and  should  be 
disapproved. 
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BCBS'  Criteria  For  Adjusting  Rates 

The  AG  has  set  out  in  his  brief  a  list  of  the  criteria 
used  by  BCBS  to  determine  whether  cost  containment  savings 
during  the  rate  year  can  be  accurately  estimated  by  projecting 
historical  data  or  whether  a  separate  factor  needs  to  be 
included  in  the  rate  calculations: 


1.  If  the  pattern  of  historical  savings  from  a 
program  is  stable  or  decreasing  or  increasing 
in  a  steady  pattern  no  explicit  rate 
adjustment  need  be  made. 

2.  If  a  program  was  initiated  after  the  data 
reporting  period,  the  full  projected  savings 
should  be  reflected  in  the  rates  through  an 
explicit  adjustment  unless  the  savings  are 
trivial  (less  than  a  penny  in  the  rates). 

3.  Where  an  innovation  is  made  to  an  existing 
program,  the  incremental  difference  between 
the  expected  savings  if  the  program  had 
continued  without  modification  and  the 
expected  savings  with  the  innovation  should 
be  reflected  in  the  rates  with  an  explicit 
adjustment.   A  modification  to  a  program 
should  be  considered  an  innovation  if  it  is 
expected  to  general  additional  savings  in  the 
range  of  $30,000  to  $50,000. 

Accepting  these  criteria  for  the  purpose  of  this  hearing,  the 

AG  then  argues  that  BCBS'  application  of  the  foregoing  criteria 

is  biased.   He  states  that  Schedule  49  includes  savings  from 

programs  that  do  not  meet  the  criteria  and  excludes  programs 

that  meet  the  criteria,  and  that  the  net  effect  of  this 

judgmental  inclusion  and  exclusion  is  a  significant 

underestimation  of  the  cost  containment  savings. 


-  127  - 

Programs  included  in  Schedule  49 

The  AG  asserts  that  the  inclusion  of  the  full  amount  of 
the  projected  savings  for  the  Hospital  Outpatient  Services 
Review  Program  was  inconsistent  with  the  treatment  of  the  I CM 
savings  in  Schedule  49.   Ms.  Rosenblatt  supported  the 
distinction  between  these  two  programs  on  the  ground  that  the 
Hospital  Outpatient  Services  Review  Program  started  in  1990  and 
she  did  not  know  what  percentage  of  the  historical  savings  were 
in  the  data  base.   However  according  to  BCBS  filing,  the  claims 
reviewed  by  that  program  were  all  paid  prior  to  July  1990; 
therefore  all  of  the  historical  1990  savings  relate  to  claims 
in  the  data  base.   Thus,  the  AG  argues,  since  the  historical 
savings  were  $39,000  and  the  projected  savings  were  $52,000, 
strict  application  of  the  third  criterion  above  would  exclude 
Hospital  Outpatient  Services  Review  Program  savings  from 
Schedule  49. 

The  AG  points  out  that  under  the  BCBS  criteria,  more 
programs  will  qualify  for  explicit  recognition  on  Schedule  49 
as  new  programs  rather  than  as  modifications  to  existing 
programs  because  for  new  programs  .projected  savings  need  reach 
only  $3000,  whereas  for  modifications  of  existing  programs, 
projected  savings  should  be  at  least  $30,000.   The  AG  points 
out  that  the  Team  Review — Mental  Health  program  is  included  in 
Schedule  49  with  savings  of  $7,254,  even  though  it  is  the 
expansion  of  an  existing  program,  and  the  savings  from  the 


-  128  - 

Physician  Audit  Program  ($32,533)  were  included  even  though 
that  program  will  not  exist  during  the  rate  year,  since  it  has 
been  absorbed  by  Professional  Provider  Review  Program. 

BCBS  responds  in  its  reply  brief  that  the  AG's  argument 
that  BCBS  has  been  overgenerous  to  subscribers  in  giving  rate 
credits  for  utilization  review  programs  raises  no  basis  for 
disapproval  of  the  proposed  rates  on  the  ground  of 
excessiveness .   I  note  that  a  part  of  my  evaluation  of  BCBS' 
proposal  is  the  adequacy  of  its  rates. 

Risk  Management  Program 

By  contrast,  the  AG  contends,  BCBS  improperly  excluded 
savings  from  the  Risk  Management  Program  from  Schedule  49.   He 
argues  that  although  the  1990  Nongroup  filing  included  $169,000 
in  savings  attributed  to  the  Risk  Management  Unit,  these 
savings  are  not  included  in  Schedule  49  this  year.   The  AG 
criticizes  BCBS'  rationale  for  excluding  these  savings.   It 
claims  that  BCBS  has  eliminated  the  savings  because  there  is  no 
longer  a  risk  management  unit,  and  not  because  the  program  has 
matured  to  the  point  at  which  sayings  are  assumed  to  be 
inherent  in  the  historical  data.   According  to  Ms.  Rosenblatt, 
the  Risk  Management  Unit  was  an  in-house  "think  tank"  intended 
to  help  other  units  do  what  they  should  be  doing  better.   She 
stated  that  the  activities  performed  by  this  group  are  still 
taking  place  in  the  utilization  review  area  but  she  could  not 

r 

document  the  savings  that  were  being  realized. 
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The  AG  takes  the  position  that  BCBS'  inability  to  quantify 
the  savings  attributable  to  the  ongoing  risk  management 
activity  is  no  reason  to  exclude  savings  from  Schedule  49  this 
year.   He  notes  that  the  $169,000  in  1990  Risk  Management 
savings,  or  eleven  percent  of  the  cost  containment  savings  set 
forth  in  Schedules  49  and  53,  has  simply  disappeared.   This 
exclusion,  he  argues,  discredits  BCBS'  claims  that  it  has  made 
a  principled  and  careful  determination  of  the  explicit 
utilization  review  savings  in  this  year's  filing. 

In  response,  BCBS  first  distinguishes  last  year's 
estimated  savings  of  $500,000  for  the  entire  Managed  Major 
Medical  nongroup  population  added  to  the  total  on  Schedules  49 
and  53  for  utilization  review  programs.     Ms.  Rosenblatt 
stated  that  on  a  health  statement  basis  only  (the  basis  for  the 
calculations  in  this  year's  filing)  the  equivalent  number  would 
be  $169,000.    Ms.  Rosenblatt  testified  that  the  Risk 
Management  Program  was  actually  a  series  of  programs  affecting 
many  areas  of  BCBS  and  that  its  savings  are  dispersed 
throughout  the  data  reported  in  the  filing.   For  example  the 
program  anticipated  savings  in  administrative  and  system 
savings  such  as  claims  administration,  proper  application  of 
medical  policies,  enforcement  of  eligibility  standards,  special 
review  of  high  dollar  claims  and  prevention  of  fraud  and  other 
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25 
kinds  of  overpayments.     Therefore,  BCBS  contends  the  impact 

of  the  Risk  Management  Program  would  not  be  limited  to  the 

savings  displayed  this  year  on  Schedules  49  and  53,  but  would 

be  reflected  throughout  the  filing. 

BCBS"  argument  fails  adequately  to  explain  why  the  savings 
were  included  last  year,  but  not  this  year.   I  am  particularly 
concerned  that  BCBS  failed  to  describe  in  detail  what  exactly 
happened  to  the  program,  including  its  funding,  staffing, 
proposed  savings  and  activities.   Although  it  appears  the  BCBS 
asserts  it  has  not  terminated  the  program,  it  contends  it  has 
terminated  the  unit  conducting  the  program. 

I  believe  BCBS  should  be  encouraged  to  try  new  utilization 
review  methods  and  not  be  penalized  for  failures  of  good  faith 
attempts.   However,  if  a  program  has  not  worked  out,  BCBS 
should  acknowledge  that  it  has  abandoned  the  program  and  is 
attempting  other  measures.   From  the  record  it  appears,  that  at 


25  In  its  reply  brief,  BCBS  asks  that  I  take  official 
notice  of  portions  of  the  record  in  last  year's  proceeding  that 
explain  the  Risk  Management  Program.   It  asserts  that  because 
the  AG  neglected  to  include  the  issue  of  the  Risk  Management 
Program  in  his  advisory  filing,  BCBS  could  not  address  it  while 
the  record  was  open.   I  am  denying  BCBS'  request  that  I  take 
official  notice  of  the  portion  of  the  record  from  last  year's 
proceeding  that  are  attached  to  its  reply  brief.   Although  the 
AG  may  have  not  identified  this  program  in  its  responsive 
filing,  I  note  that  both  the  AG  and  I  questioned  Ms.  Rosenblatt 
on  this  issue  during  the  course  of  the  hearing.   Moreover,  even 
if  I  were  to  include  these  pages  in  the  record  of  this  hearing, 
such  an  inclusion  would  not  alter  my  ruling  on  this  issue. 
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the  very  least,  BCBS  has  made  a  significant  change  in  its  Risk 
Management  Program,  warranting  a  complete  description  of  what 
is  happening  to  the  program  and  the  reasons  for  abandoning  or 
modifying  the  program.   In  particular,  where  substantial 
savings  were  allocated  to  this  program  last  year,  it  is 
incumbent  upon  BCBS  to  explain  more  thoroughly  than  it  has, 
whether  and  where  any  savings  are  expected  to  occur  if  the 
program's  activities  are  continuing,  as  well  as  whether  there 
has  been  any  expense  adjustment  for  elimination  of  personnel. 
If  it  considers  that  the  program  is  not  continuing,  BCBS  should 
make  that  clear.   Without  such  an  explanation  of  a  change  in 
practice  which  has  a  significant  impact  on  cost  containment 
savings,  I  cannot  approve  the  proposed  rates.   Any  revised 
filing  should  either  include  a  reasonable  savings  adjustment  on 
Schedule  49,  or  a  detailed  explanation  of  the  reason  for 
excluding  such  an  adjustment. 

MCAP  and  Focused  Concurrent  Review  Programs 

BCBS  made  no  adjustment  for  the  introduction  of  the  MCAP 
and  the  focused  Concurrent  Review -Programs .   The  AG  also  takes 
issue  with  BCBS'  failure  to  make  an  explicit  adjustment  for  the 
savings  from  the  introduction  of  these  programs  because,  he 
claims,  such  an  adjustment  is  required  under  the  three  criteria 
articulated  by  Ms,  Rosenblatt.   BCBS  has  substituted  the  MCAP 
criteria  for  the  Appropriateness  Evaluation  Protocol  (AEP)  in 
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determining  whether  a  hospital  day  is  medically  necessary.   As 
discussed  earlier,  BCBS  has  also  introduced  a  new  focused 
concurrent  review  program. 

According  to  the  AG,  these  programs  constitute  the  first 
significant  change  in  BCBS'  inpatient  utilization  review 
program  since  1987.   Yet,  he  argues,  BCBS  has  improperly 
estimated  the  impact  of  these  new  programs.   He  complains  that 
BCBS  has  measured  the  results  of  the  inpatient  cost  containment 
programs  in  reduction  in  inappropriate  days,  rather  than 
dollars.   Because  in  recent  years  inappropriate  days  have  been 
decreasing  at  a  continually  decreasing  rate,  the  AG  states  that 
trending  data  imply  that  the  reduction  in  inappropriate  days  in 
the  rating  period  will  be  smaller  than  in  the  most  recent 
experience  period.   However,  he  contends,  this  assumption  is 
invalid  when  innovations  are  expected  to  result  in  a  larger 
reduction  in  inappropriate  days  in  the  rating  period  than  in 
the  most  recent  experience  period.   He  goes  on  to  argue  that 
the  MCAP  and  the  focused  concurrent  review  will  produce  this 
result . 

According  to  Dr.  Maltz,  the  MCAP  criteria  were  substituted 
for  the  AEP  criteria  beginning  in  April  1990,  and  phased  in 
over  a  several  month  period,  and  their  effects  are  not 
reflected  in  the  historical  ratemaking  data.   The  AG  notes  that 
the  MCAP  criteria  are  stricter  than  the  AEP  medical  necessity 
criteria,  and  their  use  results  in  a  2.2  percent  increase  in 
the  number  of  admissions  found  medically  unnecessary,  or  a  5.3 
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percent  increase  in  the  number  of  randomly  selected  days  found 
medically  unnecessary  and  a  13.1  percent  increase  in  the  number 
of  days  before  discharge  found  medically  unnecessary.   Although 
the  AG  notes  Dr.  Maltz'  testimony  that  there  is  not  an  exact 
one  to  one  correspondence  between  technical  and  operational 
measures  of  inappropriate  days,  he  argues  that  the  technical 
and  operational  measures  move  in  close  synchronization/ 
pointing  out  that  Dr.  Maltz  testified  that  the  introduction  of 
the  MCAP  would  result  in  the  classification  of  more  days  as 
medically  unnecessary.   Therefore,  the  AG  argues,  since  the 
percentage  of  hospital  days  determined  to  be  inappropriate  in 
the  rating  period  will  be  larger  than  that  in  the  most  recent 
experience  period,  BCBS'  criteria  require  an  explicit 
adjustment  for  the  introduction  of  the  MCAP. 

The  AG  contends  that  there  also  should  be  an  explicit 
recognition  of  the  change  in  the  Concurrent  Review  program  to  a 
focused  effort  on  the  20  to  30  percent  of  stays  which  are  most 
likely  to  produce  inappropriate  days,  which  he  calls  a  major 
innovation.   He  notes  that  Dr.  Maltz  testified  that  an  explicit 
rate  adjustment  was  appropriate  for  the  Hospital  Outpatient 
Services  Review  program  on  the  basis  of  expected  savings  of  a 
more  focused  review  program  than  the  present  program,  and 
contends  that  this  criterion  is  equally  applicable  to  the 
focused  Concurrent  Review  program.   He  contends  that  the  new 
focused  concurrent  review  increases  BCBS*  ability  to  operate 
its  inpatient  utilization  review  program  to  realize  the 
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potential  savings  from  the  introduction  of  the  MCAP.   By- 
targeting  utilization  review  resources  on  those  facilities  and 
procedures  with  the  higher  incidence  of  inappropriate  days 
under  MCAP  standards,  the  AG  argues  that  BCBS  will  be  able  to 
avoid  payment  for  a  larger  percentage  of  technically 
inappropriate  days  which  might  have  been  missed  prior  to 
focused  review.   He  claims  that  BCBS  has  ignored  the 
synergistic  effect  of  these  two  programs.   Therefore  he  argues 
that  Schedule  49  understates  the  true  expected  cost  containment 
savings  during  the  rating  period  and  asks  that  I   require  BCBS 
to  refile  with  an  explicit  adjustment  for  the  introduction  of 
the  MCAP  and  focused  concurrent  review  programs. 

I  agree  with  the  AG  that  BCBS  has  not  adequately  accounted 
for  the  savings  to  be  achieved  through  these  programs,  either 
in  adjustments  of  hospital  days  or  through  explicit  savings.   I 
also  am  troubled  that  BCBS  failed  to  address  this  issue  in  its 
reply  brief,  and  can  only  assume  that  it  has  conceded  this 
point  to  the  AG.   Accordingly,  I  will  direct  BCBS  to  include  ir. 
any  revised  filing  a  reasonable  savings  adjustment  on  Schedule 
49  for  the  modifications  to  these  two  programs  or  to  provide  a 
reasonable  explanation  for  the  decision  not  to  include  such  an 
adjustment. 
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The  AG  argues  that  many  of  BCBS '  cost  containment  programs 
are  ineffective  and  require  significant  modification  and 
improvement.   He  notes  that  since  1985  when  the  Commissioner 
found  BCBS'  cost  containment  activities  to  be  inadequate,  and 
since  the  introduction  of  Managed  Major  Medical  Products  in 
1987,  BCBS  developed  cost  containment  programs  modeled  on  those 
established  by  HMO  and  commercial  insurers.   He  contends  that 
while  those  programs  may  have  been  adequate  previously/  they 
are  ineffective  now,  because  providers  have  responded  to 
existing  cost  containment  activities  by  eliminating  unnecessary 
services  or  by  shifting  services  to  areas  such  as  outpatient 
which  are  less  subject  to  utilization  review. 

The  AG  has  identified  six  areas  which  he  contends  BCBS 
fails  to  address  adequately  in  its  filing,  and  for  which  he 
contends  there  is  potential  for  significant  savings  to  nongroup 
subscribers.   They  are:   1)  review  of  diagnostic  tests;  2) 
outpatient  services  review;  3)  diversion  of  medical/surgical 
hospital  admissions  to  less  costly  settings;  4)  managing  long 
length  hospital  stays;  5)  improving  management  information 
systems  for  maternity  admissions;  and  6)  physician  education 
efforts . 

The  AG  also  recommends  that  BCBS  develop  standards  for 
determining  an  acceptable  level  of  medically  unnecessary  days 
in  order  to  ensure  that  quality  of  care  is  not  sacrificed  to 
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improper  utilization  review  goals.   In  light  of  the  large 
increase  BCBS  seeks  this  year,  the  AG  strongly  urges  that  BCBS 
expand  its  cost  containment  focus  to  these  areas. 

Diagnostic  Tests 

The  AG  claims  that  overuse  of  diagnostic  tests  must  be 
addressed  and  notes  that  no  program  is  designed  to  determine 
the  extent  of  such  overutilization.   He  states  that  such  tests 
are  subject  to  utilization  review  in  only  two  contexts.   First, 
BCBS  may  review  such  tests  when  reviewing  a  physician's  entire 
practice  by  the  dedicated  nongroup  professional  utilization 
review  unit,  which  occurs  inf reguently .   Also,  BCBS  could 
review  such  tests  in  the  outpatient  setting  through  the 
Hospital  Outpatient  Services  Review  Program.   Under  this 
program  10  percent  of  outpatient  department  claims  are 
reviewed.   Dr.  Maltz  testified  that  this  program  included 
review  of  diagnostic  procedures  and  tests,  but  he  did  not 
identify  the  percentage  or  absolute  number  of  BCBS  reviews  of 
such  tests  that  were  performed  in  this  setting.   The  AG  points 
to  Dr.  Maltz'  testimony,  and  the  fact  that  BCBS  expended 
$175,573  to  save  $116/052  in  that  program,  to  argue  that  this 
program  does  not  provide  effective  review  of  diagnostic 
procedures  and  tests.   Although  the  fact  that  BCBS  expended 
more  than  it  saved  in  that  program  does  not  prove  per  se  that 
it  is  ineffective,  I  agree  with  the  AG  that  this  program 
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warrants  more  examination.   I  also  direct  BCBS  in  a  future 
filing  to  identify  in  detail  the  cost  containment  benefits  of 
each  program  which  costs  more  dollars  than  it  saves  in  a  given 
year.   Additionally,  although  I  will  not  make  a  negative 
Chapter  199  finding  based  upon  the  record  of  this  program,  I 
direct  BCBS  to  consider  the  benefits  of  developing  a  program  or 
method  to  conduct  utilization  review  of  diagnostic  tests  and 
either  to  propose  such  a  program  or  report  on  the  results  of 
its  evaluation  in  its  next  rate  filing. 

Outpatient  Services 

The  AG  points  out  that  the  utilization  of  outpatient 
services  is  an  area  which  has  grown  tremendously  in  recent 
years,  in  part  because  cost  containment  in  this  area  is 
limited.   He  notes  that  the  increase  is  due  to  both  a  trend  to 
shorter  hospital  stays,  and  to  a  transfer  of  services  from 
doctors'  offices,  stressing  BCBS'  estimate  that  40  percent  of 
outpatient  department  services  can  be  performed  in  a 
physician's  office.   He  emphasizes  the  importance  of  evaluating 
the  extent  to  which  the  transfer  of  these  services  is  from 
higher  or  from  lower  costs  settings.   He  notes  BCBS'  attempts 
to  develop  an  OPD  utilization  review  program,  but  criticizes 
BCBS'  failure  to  achieve  a  successful  program,  noting  the 
Outpatient  Services  Review  Program  and  the  Link  and  Link 
Extension  programs,  which,  he  claims  failed  to  achieve  the 
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savings  projected.   He  points  out  that  the  total  projected 
savings  from  these  programs  were  $740,200,  $695,800  in  OPD 
savings  and  $44,400  in  Link  and  Link  Extension  savings,  whereas 
the  total  realized  savings  were  $126,520,  exceeded  by  the 
administrative  costs  of  $182,111. 

With  respect  to  the  Hospital  outpatient  services  review 
program,  the  AG  notes  several  constraints.   He  notes  that  by 
agreement  between  BCBS  and  the  hospitals,  only  10  percent  of 
outpatient  claims  can  be  reviewed,  and  the  Joint  Standing 
Committee  must  review  the  criteria  used  in  the  program  .   The 
projected  savings  this  year  of  $52,279  are  much  more 
conservative  than  those  for  last  year  of  $695,800.   As  noted 
earlier  the  savings  achieved  were  $116,052,  lower  than  the 
administrative'  costs  of  $175,573. 

The  AG  acknowledges  that  the  services  provided  may  be 
medically  necessary  but  provided  in  an  inappropriate  location. 
Noting  BCBS'  testimony  that  it  is  negotiating  with  the  Joint 
Standing  Committee  whether  BCBS  can  recoup  amounts  paid  for 
services  inappropriately  provided  in  outpatient  departments,  he 
stresses  that  the  effectiveness  of  the  program  depends  upon  the 
outcome  of  these  negotiations. 

The  Link  Program  presented  in  the  1990  filing  is  designed 
to  review  claims  for  services  by  physicians  in  settings  other 
than  the  doctor's  office  or  an  institution.   It  is  intended  to 
"link"  the  unnecessary  service  rendered  by  the  provider  to  the 
facility  in  which  the  service  was  performed.   The  Link  Program 
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was  projected  to  recoup  $23,200  from  physicians,  and  the  Link 
Extension  Program  was  projected  to  recoup  $21,200  from 
facilities.   BCBS  testified  that  the  Link  Extension  program  was 
abandoned  prior  to  its  implementation,  because  BCBS  determined 
it  had  no  authority  to  recoup  payments  for  unnecessary  services 
from  facilities.   The  savings  from  this  program,  $10,568  in 
1990,  are  less  than  the  amount  projected.   This  year  BCBS 
projects  $24,371  in  savings  for  the  Link  Program. 

The  AG  requests  that  I  direct  BCBS  to  demonstrate  in  its 
next  rate  filing  the  implementation  of  an  effective  outpatient 
services  cost  containment  program  capable  of  addressing  the 
delivery  of  services  in  inappropriate  settings  as  well  as  the 
ability  to  detect  and  deter  charges  for  medically  unnecessary 
services . 

I  believe  the  AG's  recommendation  has  merit  and  therefore 
I  will  direct  BCBS  to  consider  the  development  of  such  a 
program  and  also  to  consider  expanding  the  volume  of  reviews 
permissible  under  provider  contracts.   I  note  that  the 
hospitals'  provider  agreement  is  currently  up  for 
renegotiation.   This  is  an  optimum  time  for  BCBS  to  obtain 
authority  to  conduct  expanded  utilization  review  and  obtain 
recoupment  authority  with  regard  to  facilities.   I  expect  BCBS 
to  report  on  the  results  of  its  evaluation  in  its  next  rate 
filing,  and  either  to  have  obtained  the  agreement  of  hospitals 
for  expanded  utilization  review  measures,  or  to  explain  the 
lack  of  such  an  expansion. 
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Diversion  of  Medical/Surgical  Hospital  Admissions 

The  AG  contends  that  BCBS  should  develop  preadmission 
review  programs  for  medical/surgical  hospital  admissions.   He 
notes  that  65  percent  of  medical/surgical  admissions  are  on  an 
emergency  basis,  and  contends  that  there  is  no  preadmission 
review  for  these  admissions  and  that  no  sanction  is  imposed  on 
providers  for  admitting  patients  on  an  emergency  basis  when 
there  is  no  emergency.   According  to  Dr.  Maltz,  BCBS  has  the 
potential  to  divert  emergency  medical  admissions  to  less 
intensive  settings,  but  does  so  only  on  an  ad  hoc  basis,  except 
in  the  case  of  AIDS  patients.   Stressing  again  that  future  cost 
containment  efforts  should  encourage  the  provision  of  medically 
necessary  care  in  the  most  cost  effective  setting,  rather  than 
simply  denying  coverage  for  medically  unnecessary  care,  the  AG 
points  out  the  example  of  Western  states  in  reducing  the 
average  hospital  length  of  stay  through  the  greater  use  of 
outpatient  facilities.   He  cites  the  new  Behavioral  Health 
Assistance  Program  (BHAP)  proposed  by  BCBS  this  year  as  support 
for  his  argument  that  it  is  possible  for  BCBS  to  develop 
preadmission  review  for  non-scheduled  admissions.   Similarly  he 
notes  that  the  ICM  program  is  designed  to  encourage  treatment 
in  lower  cost  settings,  even  though  the  patient  meets  hospital 
level  of  care  criteria.   Accordingly,  the  AG  requests  that  I 
direct  BCBS  to  demonstrate  in  its  next  filing  that  it  has  a 
more  than  an  ad  hoc  program  to  divert  emergency 
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medical/surgical  admissions  to  lower  cost  settings. 

BCBS  responds  that  no  evidence  in  the  record  supports  the 
AG's  claim  that  medical/surgical  emergency  admissions  could  be 
diverted  to  less  costly  settings,  or  that  BCBS  could  achieve 
savings  by  implementing  a  precertif ication  process  for 
medical/surgical  emergency  admissions;  therefore  no  such 
program  should  be  required.   Contrasting  its  new  BHAP  program, 
BCBS  states  that  it  implemented  BHAP  because  there  was  a  clear 
need  for  such  a  precertif ication  for  mental  health  admissions. 
BCBS  argues  that  by  contrast  to  mental  health  admissions,  in 
the  medical/surgical  setting,  a  physician  admits  a  patient  into 
an  inpatient  facility  in  almost  all  circumstances,  and 
therefore  a  precertif ication  program  would  add  nothing  to  the 
evaluation  process  that  already  takes  place.     Additionally, 
it  argues,  unlike  psychiatric  admissions,  once  a 
medical/surgical  patient  is  admitted  into  an  inpatient 
facility,  the  concurrent  review  process  begins  immediately  and 
the  patient  is  discharged  as  soon  as  possible  in  accordance 
with  medical  necessity  criteria.   Therefore,  it  claims,  there 
is  no  evidence  that  a  precertif ication  program  in  this  area 


26  Dr.  Maltz  stated  that  in  somewhere  less  than  70 
percent  of  alcohol/substance  abuse  admissions  and  in  roughly  at 
least  30  percent  of  psychiatric  admissions,  there  is  no 
face-to-face  evaluation  by  any  modality  of  provider  who  could 
determine  the  necessity  of  admission  before  the  admission  takes 
place.   Dr.  Maltz  did  not  explain  who  authorizes  these 
admissions. 
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could  achieve  savings. 

Even  though  I  agree  with  BCBS  that  concurrent  review 
provides  some  cost  controls  in  this  area,  and  the  AG  has  not 
shown  that  medical/surgical  emergency  admissions  could  be 
diverted,  I  believe  that  it  would  be  useful  for  BCBS  to  examine- 
the  benefits  of  developing  utilization  review  measures  in  this 
area.   Accordingly,  I  will  not  direct  that  a  plan  be 
implemented,  but  rather  suggest  that  BCBS  explore  potential 
programs  in  this  area  and  the  potential  advantages  and 
disadvantages  and  report  in  its  next  rate  filing  on  such  an 
evaluation. 

Long  Length  Hospital  Stays 

The  AG  argues  that  long  length  hospital  stays  account  for 
a  disproportionate  percentage  of  hospital  costs,  and  that  BCBS* 
cost  containment  efforts  in  this  area  are  inadequate.   In 
particular,  he  claims  that  the  ICM  program  should  handle  more 
cases  than  it  does  currently.   He  notes  that  from  1987  through 
1990  the  ICM  handled  a  total  of  91  cases,  and  that  the  59  cases 
in  1990  represent  only  .5  percent  of  nongroup  hospital 
admissions.   In  last  year's  decision,  the  Commissioner  referred 
to  the  testimony  of  the  AG's  witness,  Dr.  Coady,  that  based  on 
industry  standards,  several  hundred  health  statement  patients 
should  receive  intensive  case  management  each  year.   Decision 
on  1990  Nongroup  Rates  at  51. 
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The  AG  also  argues  that  BCBS  should  do  more  to  evaluate 
the  appropriateness  of  the  Western  PAS  length  of  stay  (LOS) 
less  one  day  to  determine  the  date  for  concurrent  review  and 
discharge  planning  for  longer  stays.   He  asserts  that  the  data 
for  length  of  stay  show  that  the  standard  deviation  increases 
as  the  length  of  stay  increases,  suggesting  variability  in  the 
LOS.   He  argues  that  an  earlier  "trigger  date"  could  eliminate 
medically  unnecessary  days.   The  AG  notes  Dr.  Maltz'  testimony 
that  he  did  not  know  the  extent  to  which  the  data  were  skewed 
and  he  did  not  know  whether  BCBS  had  evaluated  the  possibility 
of  such  an  elimination.   I  agree  with  the  AG  that  conducting  an 
evaluation  to  determine  whether  an  earlier  trigger  date  would 
be  appropriate. 

Additionally  the  AG  points  out  that  BCBS  now  makes  certain 
judgmental  adjustments  to  the  Western  PAS  average  lengths  of 
stay  for  various  procedures,  but  could  not  state  which 
procedures  have  had  the  trigger  date  so  modified.   The  AG 
requests  that  I  direct  BCBS  to  present  in  its  next  nongroup 
filing  an  analysis  of  whether  the  variation  around  the  average 
length  of  stay  for  longer  length  stays  warrants  modifying  the 
trigger  date  for  longer  stay  procedure  codes. 

Again,  although  I  will  not  make  a  negative  Chapter  199 
finding  based  upon  the  record  of  this  program,  I  direct  BCBS  to 
conduct  the  type  of  analysis  suggested  by  the  AG  and  either  to 
propose  modifications  to  its  program  or  to  report  on  the 
results  of  its  evaluation  in  its  next  rate  filing. 
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Maternity  costs 

The  AG  notes  that  the  issue  of  maternity  costs  were  a 
significant  element  of  concern  in  his  testimony  last  year.   He 
points  out  that  Mr.  Kieley  stated  BCBS  was  disadvantaged  in 
relation  to  commercial  insurers  because  of  its  inferior  data 
reporting  capabilities ,  and  argues  that  despite  BCBS'  efforts 
to  improve  its  management  information  systems,  more  needs  to  be 
done. 

The  AG  also  argues,  however,  that  in  developing  the  new 
information  reports  to  permit  focused  concurrent  review  of 
admissions,  BCBS  improperly  omitted  maternity  cases.   Arguing 
that  maternity  cases  are  in  the  top  50  procedure  codes  for  the 
nongroup  population  during  the  last  four  months  of  1990,  he 
claims  that  BCBS  deliberately  omitted  these  procedure  codes 
from  the  new  management  information  reports.   He  claims  that 
BCBS  has  not  developed  any  management  information  reports  on 
maternity  or  neonatal  case  management,  even  though  BCBS 
considers  effective  obstetrical  and  neonatal  case  management  to 
be  important. 

.  The  AG  asserts  that  BCBS'  data  collection  with  respect  to 
other  aspects  of  maternity  cost  containment  are  deficient  and 
that  BCBS  failed  to  address  the  issues  raised  by  the 
Commissioner  in  last  year's  decision.   He  asks  that  I  require 
BCBS  to  present  comprehensive,  functional,  and  timely 
management  information  reports  for  maternity  procedures  and  for 
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obstetrical  and  neonatal  case  management  in  its  next  nongroup 
rate  filing. 

BCBS  responds  that  the  AG  has  misunderstood  its  evidence 
on  this  issue  and  had  he  better  identified  this  issue  in  his 
filing,  BCBS  could  have  cleared  the  matter  up  on  the  record. 
It  states  that  last  year  the  Commissioner  directed  BCBS  to 
report  on  its  new  program  regarding  caesarian  sections  and  its 
impact  on  the  rate  of  C-sections,  premature  births  and  neonatal 
costs  in  this  rate  filing.   BCBS  states  that  it  has  responded 
to  that  directive  is  contained  in  its  filing  at  pages  784-788. 
It  points  out  that  the  AG  is  not  challenging  the  information  in 
that  section  of  the  filing  but  rather  objects  to  the  omission 
of  maternity  cases  from  the  benefit  management  data  report. 

BCBS  disagrees  with  the  AG's  contention  that  last  year's 
decision  directed  it  to  include  such  cases  in  its  benefit 
management  reports.   It  goes  on  to  explain  the  AG's  apparent 
misunderstanding:   maternity  procedures  do  not  appear  in  the 
top  fifty  procedure  codes.   According  to  Dr.  Maltz,  BCBS 
subscribers  in  general  have  lower  rates  of  maternity  incidence 
than  subscribers  to  other  states'  BCBS  plans,  due  presumably  to 
their  older  average  age.  Additionally,  maternity  is  not  a 
single  procedure  code,  but  four  difference  codes,  which  dilute 
the  frequency  with  which  any  one  code  appears  in  a  ranking  by 
number  of  procedures  performed.   Therefore,  BCBS  explains,  the 
AG  incorrectly  compared  the  figure  for  total  nongroup  maternity 
admissions  and  C-sections  with  what  he  refers  to  as  a  benefit 
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management  report  containing  the  top  fifty  procedure  codes  for 
the  nongroup  population   However,  BCBS  states  that  the  benefit 
management  report  covers  all  benefit  management  members,  not 
just  nongroup  members.   Furthermore,  it  covers  the  top  25, 
rather  than  the  top  50  procedures,  and  is  not  a  ranking  of 
procedures  by  absolute  freguency,  but  rather  a  ranking  of 
procedures  for  which  extensions  were  approved  in  designated 
lengths  of  stay.   Thus,  BCBS  argues,  the  AG  is  simply  wrong  in 
his  contention  that  BCBS  deliberately  excluded  maternity 
procedure  codes  from  the  new  management  information  reports. 
The  low  frequency  of  maternity  admissions  does  not  require 
their  inclusion  in  these  reports.   BCBS  notes  however  that  for 
C-sections,  BCBS  does  obtain  reports  from  other  sources  that 
provide  information  to  help  address  the  issue  of 
overutilization. 

Although  based  on  this  record,  I  cannot  agree  with  the  AG 
that  the  information  provided  by  BCBS  with  respect  to  maternity 
admissions  is  inadequate  or  fails  to  comply  with  the  directives 
of  last  year's  decision,  I  will  adopt  his  recommendation  that  I 
require  BCBS  to  continue  to  report  its  progress  in  this  area  in 
future  filings  and  so  direct  BCBS. 

Physician  Education 

Referring  to  the  physician  education  program  for 
prescription  drugs  introduced  in  the  1991  Medex  hearing,  the  AG 
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argues  that  BCBS  should  develop  a  systematic  physician  program 
for  nongroup  costs.   He  notes  that  the  only  education  currently 
offered  is  educational  visits  to  a  physician  with  an 
aberrational  practice  pattern  after  the  physician  has  undergone 
peer  review  as  well  as  a  preliminary  review. 

The  AG  contends  that  the  limited  educating  of  physicians 
BCBS  does  now  is  insufficient,  in  that  it  is  not  systematic, 
and  no  tracking  of  the  time  spent  in  such  efforts  is  made.   He 
points  out  that  BCBS'  witness  agrees  that  effective  health  care 
cost  control  must  address  the  problem  of  changing  physician 
practice  patterns  to  ones  which  provide  high  quality  of  care 
that  is  less  resource  intensive,   He  requests  that  I  require 
BCBS  to  develop  a  comprehensive  physician  education  program 
before  its  next  nongroup  filing. 

I  agree  with  the  AG  that  innovative  methods  to  reduce 
overutilization  and  improper  utilization  should  be  evaluated. 
Accordingly,  I  will  direct  BCBS  to  consider  developing  a 
program  or  method  to  conduct  more  general  physician  education 
and  either  to  propose  such  a  program  in  its  next  rate  filing  or 
report  on  the  results  of  its  evaluation,  including  the  extent, 
if  any,  of  physician  education  activities  conducted  by  other 
health  insurers,  in  its  next  rate  filing. 
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Acceptable  Level  of  Medically  Unnecessary  Days 

Claiming  that  BCBS  has  no  target  for  an  acceptable  level 
of  medically  unnecessary  days,  the  AG  argues  that  such  a  target 
is  an  important  measure  of  the  effectiveness  of  cost 
containment  programs.   The  AG  notes  that  this  year  BCBS  states 
it  has  reduced  the  number  of  medically  unnecessary  days,  and 
projects  a  further  reduction  in  inappropriate  days  for  the  rate 
year,  but  does  not  provide  a  target  against  which  this  year  to 
year  progress  can  be  measured.   He  also  contends  that  recording 
the  incidence  of  medically  unnecessary  days  does  not  provide  a 
measure  of  the  potential  savings  from  providing  medically 
necessary  services  in  less  costly  savings.   Thus  he  argues  that 
a  more  comprehensive  method  of  evaluating  this  standard  should 
be  undertaken. 

I  will  not  make  a  negative  Chapter  199  on  the  basis  of 
this  issue.   I  believe,  however,  that  the  AG's  concern  about 
the  measure  of  savings  has  some  merit.   I  believe  it  would  be 
useful  for  BCBS  to  examine  this  issue  and  to  address  it  in  its 
next  rate  filing. 


-  149  - 

D.   Proposed  BHAP  program 

This  year  BCBS  has  proposed  a  new  program,  the  Behavioral 
Health  Assistance  Program  (BHAP) ,  to  control  alcohol  and 
psychiatric  admissions.   BCBS  contends  that  psychiatric 
emergency  inpatient  admissions  occur  unnecessarily  because 
psychiatric  patients  are  freguently  admitted  through  the 
emergency  room  into  inpatient  facilities  without  first  having  a 
medical  necessity  evaluation  performed  by  a  skilled  mental 
health  professional.   The  BHAP  program  would  reguire  that  every 
patient  admitted  into  an  inpatient  facility  through  an 
emergency  room  be  evaluated  by  such  a  skilled  professional  in 
order  to  have  coverage  of  the  inpatient  expenses. 

BCBS  argues  that  the  long  lengths  of  stay  characteristic 
of  many  psychiatric  admissions  are  difficult  to  decrease 
because  once  patients  are  admitted  into  inpatient  facilities, 
they  become  very  difficult  to  discharge  because  they  often 
regress  and  become  dependent.   The  purpose  of  the 
precertif ication  is  to  avoid  the  admission  altogether  so 
treatment  can  be  conducted  in  a  more  appropriate  outpatient 
facility  from  the  beginning  and  dependency  on  hospitalization 
will  not  occur. 

The  AG  agrees  that  the  BHAP  program  is  an  innovative 
approach  to  controlling  costs  by  diverting  admissions, 
including  emergency  admissions  to  lower  cost  settings.   He 
notes,  however,  that  currently  precertif ication  is  only 
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required  for  non-emergency  substance  abuse  or  psychiatric 
admissions.   The  current  penalty  for  failing  to  comply  with  the 
precertif ication  requirement  is  a  $500  penalty  charged  to  the 
patient,  the  same  penalty  charged  to  patients  who  do  not  go 
through  the  precertif ication  process  for  non-emergency 
medical/surgical  admissions. 

Under  the  proposed  program,  the  penalty  for  failure  to 
comply  with  the  BHAP  pre-certification  requirement  is  the  total 
denial  of  benefits  to  the  patient.   There  is  no  arrangement 
whereby  the  facility  will  hold  the  patient  harmless.   I  share 
the  AG's  concern  that  this  sanction  for  failing  to  comply  with 
the  BHAP  precertif ication  is  too  severe. 

BCBS  has  argued  that  a  lesser  penalty,  such  as  the  $500 
penalty,  would  be  ineffective,  and  the  proposed  penalty  would 
give  hospitals  and  treatment  centers  a  strong  incentive  to  help 
the  patient  comply  with  the  BHAP  requirements  because  of  the 
difficulty  they  would  encounter  in  obtaining  payment  from 
patients  if  insurance  coverage  is  denied.   Dr.  Maltz 
acknowledged,  however,  that  the  financial  burden  for 
non-compliance  with  the  precertif ication  process  rests  on  the 
patient,  not  the  facility. 

As  the  AG  points  out,  since  the  BHAP  program  applies  to 
emergency  admissions  of  patients  who  likely  will  not  be 
thinking  about  insurance  coverage  issues  and  may  even  be  unable 
to  think  about  such  issues,  there  is  likely  to  be  a  non-trivial 
degree  of  noncompliance  with  BHAP  requirements.   According -to 
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the  record,  fifty-five  percent  of  mental  health  admissions  are 
on  an  emergency  basis. 

I  agree  with  the  AG  that  the  fact  that  such  an  arrangement 
has  worked  with  HMOs  where  subscribers  are  accustomed  to 
significant  restrictions,  is  not  conclusive  here.   I  also  note 
that  HMO  denial  of  benefit  sanctions  for  noncompliance  with 
precertif ication  requirements  generally  apply  to  all  types  of 
admissions,  not  only  to  mental  health  and  substance  abuse  cases. 

Believing  that  no  appeal  process  exists,  the  AG  urges  that 
at  a  minimum,  if  I  approve  the  BHAP  program,  I  require  that 
BCBS  establish  an  appeal  process  for  benefit  denials  and  a 
comprehensive  subscriber  and  facility  educational  materials. 

BCBS  asserts  in  its  reply  brief  that  patients  who  are 
denied  benefits  for  failing  to  comply  with  the  precertif icatior. 
requirement  can  appeal  that  decision.   Therefore  it  claims 
there  is  a  safety  net  to  protect  patients  should  circumstance 
arise  where  benefits  are  denied.   However,  BCBS  has  not 
described  the  appeal  process  or  standard  on  the  record. 
Therefore,  it  is  unclear  that  any  appeal  process  would  afford  s 
subscriber  the  opportunity  to  obtain  coverage  of  a  medically 
necessary  admission  for  which  he  or  she  failed  to  obtain 
precertif ication.   Rather,  from  the  record  it  appears  more 
likely  that  the  only  recourse  is  that  if  a  patient  who  had 
obtained  preadmission  review  were  denied  coverage,  the  appeal 
process  would  reverse  the  erroneous  decision. 
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While  I  agree  with  the  AG  that  a  precerti f ication  program 
is  an  excellent  effort  to  contain  costs  in  this  area,  I  believe 
the  proposed  sanction  for.  failure  to  comply  with  the  BHAP 
precertif ication  process  is  too  severe,  and  is  also  potentially 
violative  of  mental  health  mandated  benefits  statutes,  which 
require  nondiscriminatory  treatment  of  mental  health 
conditions.   I  am  particularly  concerned  that  the  process 
proposed  by  BCBS,  including  the  appeal  mechanism,  could  result 
in  the  denial  of  coverage  for  medically  necessary  admissions. 
The  program  as  proposed  is  therefore  disapproved.   I  note, 
however,  that  there  are  a  number  of  ways  BCBS  could  address  the 
Division's  concerns  and  still  develop  a  BHAP  program  to  reduce 
unnecessary  mental  health  and  substance  abuse  admissions.   For 
example,  it  could  propose  a  precertif ication  process  for  all 
types  of  admissions  which  denied  coverage  for  failure  to  comply 
with  the  precertif ication  requirements,  as  is  common  in  HMOs. 
Alternatively,  it  could  propose  increased  penalties  that 
applied  to  all  admissions  across  the  board  and  not  just  those 
for  alcohol  and  psychiatric  treatment.   I  also  note  that  the 
Division's  concern  about  the  differential  sanction  under  the 
BHAP  could  be  addressed  by  requiring  that  providers  hold 
members  harmless  from  the  additional  penalty.   This  is 
appropriate  because  the  providers  often  have  greater  knowledge 
and  experience  of  percertif ication  requirements  and  are  usually 
in  a  better  position  than  subscribers  to  comply.   A 
hold-harmless  provision  would  create  a  strong  incentive  for 
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providers  to  comply  with  the  BHAP  precert if ication 
requirements.   I  therefore  suggest  that  BCBS  investigate  the 
development  of  a  program  whereby  the  admitting  facility  would 
be  obligated  to  hold  the  subscriber  harmless  in  the  event  of  a 
failure  to  comply  with  preadmission. certification 
requirements.   If  BCBS  were  able  to  obtain  such  an  agreement 
from  providers,  BCBS  could  seek  approval  of  the  BHAP  program 
from  the  Division  before  submitting  its  next  rate  filing. 

I  believe  that  the  AG's  recommendations  that  BCBS  develop 
educational  material  and  an  appeals  process  that  affords  a 
meaningful  opportunity  to  obtain  relief  is  an  excellent  one  and 
should  be  addressed  by  BCBS  in  any  new  proposal  it  submits. 
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E.        Conclusion 

The  AG  argued  this  year  that  much  of  the  current  cost 
containment  programs  conducted  by  BCBS  no  longer  afford 
opportunities  for  significant  savings.   As  the  AG  pointed  out 
in  his  brief,  much  of  the  savings  from  the  cost  containment 
programs  established  in  1987  is  in  the  rate  making  data  base, 
and  these  programs,  in  a  steady  state  mode,  afford  no  potential 
to  improve  future  health  care  cost  trends.   Therefore  the  only 
way  to  fight  the  steady  increase  in  health  care  costs  is  to 
introduce  new  cost  containment  initiatives. 

I  agree  with  his  position  that  given  the  large  rate 
increases  that  BCBS  regularly  seeks,  a  concerted  effort  to 
obtain  meaningful  tangible  savings  is  essential.   The 
suggestions  the  AG  made  this  year  largely  involve  evaluation  of 
additions  to  current  programs,  and  I  believe  the  investigation 
of  these  additions  is  important.   More  important,  however,  is 
the  evaluation  of  a  fundamental  revision  of  the  nongroup 
benefit  system.   I  expect  that  in  its  next  nongroup  rate  filing 
BCBS  will  address  how  new  benefit  designs  and  programs,  such  as 
HMOs  and  PPAS,  may  afford  relief  in  this  area. 

This  year,  the  need  for  adequate  nongroup  rates  requires 
that  I  approve  a  substantial  rate  increase  if  BCBS  submits  a 
revised  filing  in  accordance  with  this  decision.   That  rate 
increase  will  cause  severe  hardship  to  many  people  in  the 
Commonwealth  who  are  already  suffering  from  lost  jobs,  and 
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relying  on  fixed  incomes  with  declining  real  dollar  values. 
Many  subscribers  may  be  forced  to  drop  nongroup  coverage  as  a 
result  of  this  decision.   Although  the  new  high  deductible 
options  may  afford  some  relief  to  subscribers,  this  will  not  be 
enough  to  stem  the  financial  strain  on  consumers.   BCBS ' 
statutory  role  is  to  be  the  insurer  of  last  resort.   Yet  if 
nongroup  coverage  is  unaf fordable,  that  role  is  not  being 
fulfilled.   Further  rate  increases  will  cause  more  good  risks 
to  drop  coverage,  thereby  causing  rates  to  continually  spiral 
upward.   Accordingly,  I  direct  BCBS  to  conduct  a  detailed 
examination  of  its  benefit  design,  evaluate  alternative  designs 
and  report  to  the  Commissioner  and  to  me  on  a  quarterly  basis 
as  to  the  progress  of  its  evaluations.   In  its  next  rate  filing 
it  should  propose  alternative  benefit  designs  to  address  these 
issues,  or  should  be  prepared  to  explain  thoroughly  why  no  such 
proposal  has  been  included  in  the  filing. 
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IV.   RIDERS 

BCBS  has  submitted  for  approval  numerous  riders,  some 
incorporating  changes  required  by  legislation.   With  certain 
exceptions,  those__riders  are  approved. 

BCBS'  proposed  riders  eliminating  the  15  day  advance 
notice  requirement  for  a  rate  change  are  disapproved  as 
presently  worded.   See  riders  R12-804.   However,  I  would 
approve  a  rider  which  adds  to  the  language  stated  in  the  rider, 
words  to  the  effect  that  BCBS  will  send  subscribers  a  notice 
within  30  days  after  filing  a  rate  request,  that  it  has  filed  a 
request  for  a  rate  increase,  and  include  the  amount  of  the 
requested  increase.   In  addition,  any  proposed  riders  setting 
forth  the  BHAP  precertif ication  requirements  are  disapproved. 
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V.    CONCLUSION 

Based  on  the  foregoing  findings  and  conclusions,  IT  IS 
ORDERED  THAT  the  filing  of  Blue  Cross  and  Blue  Shield  of 
Massachusetts,  Inc.  for  an  increase  in  nongroup  rates  effective 
on  and  after  September  1,  1991  is  hereby  disapproved  to  the 
following  extent: 

The  Managed  Major  Medical  Health  Statement  rates 
calculated  in  Sections  V,  VI  and  VII  are  hereby  disapproved. 
The  Managed  Major  Medical  Group  Conversion  rates  calculated  in 
Sections  V,  VI,.  VII  and  XI  are  hereby  disapproved.   The  Managed 
Major  Medical  factors  for  the  four  product  options  set  forth  in 
Section  VII  are  hereby  approved. 

The  riders  to  the  Managed  Major  Medical  coverage  are 
hereby  approved,  with  the  exceptions  set  forth  in  Section  IV  of 
this  decision; 

The  Indemnity  Health  Statement  rates  calculated  in  Section 
IX  are  hereby  approved.   The  Indemnity  Group  Conversion  rates 
calculated  in  Sections  IX  and  XII  are  hereby  disapproved. 

The  riders  to  the  Indemnity  coverage  are  hereby  are  hereby 
approved,  with  the  exceptions  set  forth  in  Section  IV  of  this 
decision; 

The  Special  Class  Group  Conversion  Managed  Major  Medical 
rates  calculated  in  Sections  V,  VI,  VII  and  X  are  hereby 
disapproved; 
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The  Preferred  Provider  Arrangement  Group  Conversion  rates 
calculated  in  Section  XIII  are  hereby  disapproved. 

Pursuant  to  211  CMR  120.07,  BCBS  may  submit  a  Revised  Rate 
Filing  for  those  products  for  which  the  rates  have  been 
disapproved.   Such  filing  should  contain  uniform  rates  for 
Managed  Major  Medical  health  statement  and  group  conversion 
subscribers,  including  special  class  group  conversion 
subscribers.   It  should  contain  the  reserve  contribution  rate 
that  would  be  found  reasonable  in  accordance  with  this 
decision.    It  should  also  contain  the  revisions  to  Schedules 
11,  12,  45  and  49,  with  the  supporting  calculations  and  data, 
that  would  be  found  reasonable,  in  accordance  with  this 
decision.   The  Revised  Rate  Filing  may  incorporate  those 
portions  of  the  pending  filing  found  to  be  within  the  range  of 
reasonableness . 

If  such  a  Revised  Rate  Filing  is  submitted  by  no  later 
than  5:00  p.m.  on  Friday,  August  16,  1991,  a  hearing  will  be 
held  at  10:00  a.m.  on  Thursday,  August  22,  1991,  to  consider 
whether  further  proceedings  are  necessary  to  review  the  rate 
requested  in  the  Revised  Rate  Filing. 

Pursuant  to  G.L.  c.  176A,  §§  6  and  10  and  c.  176B,  §  4, 
which  give  the  Commissioner  authority  to  issue  such  orders  as 
are  found  to  be  "proper,  expedient,  or  necessary  to  enforce  and 


-  159  - 

administer  the  provisions"  of  these  sections,  and  pursuant  to 
211  CMR  120.07  and  120.19,  if  a  Revised  Rate  Filing  meets  the 
requirements  set  forth  in  this  decision  and  can  be  approved,  it 
will  be  approved  effective  September  1,  1991. 


Date:  August  9,  1991 


Shelagn  ja.  Eiiman 
Presiding  Officer 


APPROVED  AND  AFFIRMED 


Date:  August  9,  1991 


Kay  Dc 

Commissioner  of  Insurance 
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